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EFFECTS OF FEDERAL PERSONAL AND 
CORPORATE INCOME TAXATION ON 
AMERICAN BUSINESS FINANCE* 


BUSINESS INCOME TAXATION AND ASSET EXPANSION 


S. P. DOBROVOLSKY 
Wayne University 


The relationship between business-income taxation and asset ex- 
pansion is so complex that only a few specific aspects of this prob- 
lem can be dealt with in this short paper. I intend to consider 
briefly the question of how asset expansion may be affected by a 
change in corporate income tax rates and then discuss the possi- 
bility of stimulating investment by such special tax measures as 
liberalized loss-offset provisions, increased depreciation allowances, 
and different inventory valuation methods. But first it will be in 
order to say a few words about the concept of asset expansion and 


the problem of measurement, particularly in periods of changing 
price levels.1 


MONEY vs. REAL ASSET EXPANSION 


In a period of rising prices, such as we have had since the end 
of the war, business enterprises are properly concerned with the 
difference between changes in the money value of their assets and 
changes in the physical quantities in stock. This subject has been 
discussed in financial and accounting literature, and some writers 
have argued strongly that a continuing business is merely replacing, 
and not expanding, its assets as long as the same physical equip- 
ment and inventories are maintained even though its capital in 
money is continually increasing. According to this view, profits 
should be defined as the excess of revenues over funds required to 
replace the assets which have been used up and not as the excess of 
revenues over the original outlay on the exhausted assets. In dis- 
cussions of this kind, attention is usually focused on physical assets: 
plant, equipment, and inventories. But it would seem logical to 
apply the same reasoning to assets of a financial nature: accounts 
receivable, securities, and cash. When the price-level is rising, an 
enterprise that wishes to continue the same physical volume of 
*The following three papers and three discussion papers were presented at the 


Round Table on Business Finance at a meeting of the American Finance 
Association at Cleveland on December 28, 1948. 


1 Asset expansion is defined in this paper as a net change in assets. In other 
words, this term is equivalent to net investment. When changes in assets are 
considered gross of depreciation, they are referred to—in accordance with the 
usual practice—as gross investment. 
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business needs a greater amount of funds not only for replacing 
its physical stocks, but also for maintaining its credit to customers 
(so as to enable them to purchase the same physical quantities) and 
its liquidity position. From this standpoint, an enterprise is not 
expanding unless the money value of its total assets—financial as 
well as physical—represents a greater command over real wealth, 
or a greater purchasing power, at the end than at the beginning 
of the period considered. 


A further complication arises when ‘he fact is taken into account 
that a typical enterprise works pa: ‘h equity and partly with 
borrowed funds. Since debts are ' rms, and not in 
real terms, the proportion of debt to « lecreases when capital 
(in money terms) increases through inco: ntion, wiether or 


not this is accompanied by a change in the physica! quantities j 
stock. Assume, for instance, that an enterprise bey'» 

with 50 per cent equity and 50 per cent borrowed funds. | 
rising and, in order to maintain the same physical quantities, 1 
enterprise retains part of its net earnings. Thus, total assets in- 
crease in money terms, but remain unchanged in real terms. The 
owners’ share of the total assets, however, increases in both mone- 
tary and physical terms: they now own a larger proportion of the 
physical stock which is just as large as it was before. Consequently, 
there is a real expansion of the owners’ capital, and the earnings 
retained by the firm represent, to that extent, a real profit and not 
just “paper” profit resulting from inflation. 


These remarks show that while the problem of distinguishing 
between money changes and real changes in assets is bona fide and 
important, the definition and measurement of “real” expansion are 
by no means simple. 


GROSS AND NET EXPANSION IN THE POST-WAR YEARS 


It is clear that grave economic problems would inevitably arise if 
business income taxation were so heavy as to completely stop, or 
even reduce to insignificance, net capital formation in real terms. 
Fortunately this has not been the case in our postwar economy. 
While income taxes have been high, private investment has shown a 
remarkable expansion from the low wartime levels. Net private 
domestic investment (i.e., the value of net physical increment of 
capital) may be estimated at approximately $14 billions in 1947 and 
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approximately $22 billions in 1948.2, While these amounts are in 
current dollars and cannot, therefore, be directly compared with 
the figures for prewar years, the significant fact is that approxi- 
mately the same relationship between net investment and national 
income is found in 1947-48 as in 1929—the peak year of the “pros- 
perous twenties.” Thus, net investment represented slightly more 
than 7 per cent of the national income in 1947 and almost 10 per 
cent in 1948; while the corresponding figure for 1929 is around 8 
per cent. Furthermore, one finds that net corporate saving, even 
when adjusted for inventory valuation and underdepreciation, pro- 
vided a substantial portion of the total funds absorbed in net invest- 
ment in 1947 and 1948. In fact, here again the relationship is not 
substantially different from that found in 1929: adjusted net corpo- 
rate saving represented 32 per cent of net investment in 1947, 41 
per cent in 1948, and 37 per cent in 1929.8 


So far as 1949 is concerned, there is little doubt that an increase 
in the corporate income tax, in one form or another, will take place. 
What effect may this be expected to have on corporate investment? 
It is clear, of course, that investment will depend not only on the 
tax rate but also on the level of profits before taxes and on various 
other factors. Let us assume, merely for purposes of illustration, 
that in 1949 corporate profits before taxes continue at the 1948 level 
($33 billions), while corporate income taxes are increased by $4 
billions (from $13 billions to $17 billions). This would reduce 
corporate profits after taxes from $20 billions to $16 billions and 
would necessitate a reduction in net corporate saving, or dividends, 
or both. An analysis of the past corporate policies indicates that a 
decline in corporate net income after taxes is usually accompanied 


2According to the Department of Commerce estimates, gross private domestic 
investment amounted to 30.0 billions and capital consumption to 13.3 billions 
in 1947. The amount of capital consumption should, however, be adjusted for 
underdepreciation resulting from the general practice of using the original 
cost rather than the replacement cost basis. Corporate underdepreciation in 
1947 was estimated by G. Terborgh at $1.5 billions. (Hearings before the Com- 
mittee on Ways and Means, House of Representatives, Eightieth Congress, 
Part 5, p. 3306). As a rough approximation, the amount of $2.5 billions may 
be taken to represent total underdepreciation (corporate and non-corporate). 


The Department of Commerce estimates for 1948 indicate that gross private 
domestic investment may have risen to $39 billions and capital consumption to 
$14.6 billions. The amount of $2.5 billions may again be taken to represent 
roughly total underdepreciation. 


8The Department of Commerce figures indicate that net corporate savings 
(i.e., net income after taxes less dividends) amounted to $11.2 billions in 1947 
and $13.1 billions in 1948. In computing the foregoing percentages, the 
amounts have been adjusted for inventory valuation ($5.1 billions in 1947 
and a billions in 1948) and underdepreciation ($2.5 billions in each 
year). 
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by a reduction in both income retentions and dividend payments, 
but that the amount retained is affected much more strongly than 
the amount paid out. In the light of this experience, it seems reason- 
able to assume that if corporate net income decreases by $4 billions, 
retained income will be reduced by about $3 billions, while divi- 
dends will drop by approximately $1 billion. Such a decline in net 
corporate saving would represent around 15 per cent of the total 
amount of funds absorbed in net private investment in 1948 and 
should affect capital formation considerably unless counterbalanced 
by some other factors.‘ 


The reduction in dividends i: imple would represent 
around 13 per cent of the divide id in 1 ‘his might have 
an appreciable effect on the inflow o£ ‘to the corpo- 


rate sector of the economy, in which case would be a further 
adverse effect on the total amount of new cc stme 
The effect of a reduction in dividends could, of cou: n intel 
balanced by a decrease in personal income taxes, but au) reiic! 
that direction seems entirely unlikely in 1949. 


A further problem arises in connection with the possible etfects 
on production and private investment of the increased government 
expenditures that may be expected to accompany increased tax 
collections. Additional government spending may have an infla- 
tionary influence, increasing the money amounts of profits and 
investment to still higher levels. It may also cause a redistribu- 
tion of new investment among different industries, for instance, a 
heavier concentration in industries working for defense, which 
may, in turn, affect the total volume of capital formation. 


It would obviously be impossible to analyze here the various 
indirect effects and repercussions that might conceivably be pro- 
duced by heavier corporate income taxes. So far as the more direct 
and foreseeable results are concerned, an increase in corporate 
income tax to the extent of 25-30 per cent would probably affect 
primarily net corporate saving and much less corporate dividends. 
The total amount of funds available for net corporate investment 
would tend to diminish and the relation between internal and exter- 
nal sources of financing would probably change, the internal source 
losing in relative importance. 
4This decline in corporate saving would also represent about 12 per cent of the 

funds invested by corporations in plant and equipment, inventories, and cus- 
tomers credit in 1948. The amount of such investment was estimated at $26 
billions in President Truman’s Economic Report to Congress. In this estimate, 


however, the investment in plant and equipment must have been taken gross of 
depreciation. 
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I now turn to a consideration of several special tax measures 
affecting business investment decisions. Specifically, the following 
provisions will be considered: (a) liberalization of business loss- 
offsets, (b) changes in allowed depreciation methods, and (c) 
changes in inventory valuation methods. 


BUSINESS LOSsS-OFFSETS 


The present provision of twu-year carry-back - d two-year carry- 
forward has been criticized as inadequate and recommendations 
have been made to liberalize this provision substantially. In a 
study released by the Treasury Department in 1947 a five-year 
carry-forward of losses was recommended,® while in a statement 
prepared by the Machinery and Allied Products Institute in the 
same year it was proposed that a six-year carry-forward and a 
three-year carry-back of losses be adopted.* In considering the 
significance of such measures, it is important to distinguish between 
“tax reduction” and “tax redistribution” effects. If longer carry- 
forward or carry-back periods were allowed, while the tax rates 
were left unchanged, this would result in a decrease in the total tax 
revenue. Now if all business enterprises were subject to profit and 
loss fluctuations in an equal degree, they would all benefit from this 
measure in the same proportion, and it might be strongly argued 
that the same result could be achieved much more simply by a 
reduction in the corporate income tax rates. But all enterprises do 
not, of course, have equally fluctuating incomes, and the main argu- 
ment in favor of liberalized loss-offsets is that it will encourage 
inflow of capital into risk enterprises. According to some writers, 
there would be a net gain in new investment, even if the tax rates 
were increased so as to make up for the decrease in revenue result- 
ing from greater loss-offsets.? Let us examine this argument more 
closely. 


It has been estimated that the adoption of a six-year carry-over 
provision, other things being equal, would reduce total corporate 
tax revenue by approximately 10 per cent. Thus, the tax rates 


5Business Loss Offsets. Report yosenes by a committee composed of the techni- 
cal tax staffs of the Treasury Department and the Joint Committee on Internal 
Revenue Taxation, and released to the press on October 24, 1947. 

6Capital Goods Industries and Tax Reform. Statement of Machinery and 
Allied Products Institute, for presentation to the Committee on Ways and 
Means of the House of Representatives. Hearings before the Committee on 
Ways and Means, 1947, Part 5, pp. 3295-3307. 

7Cf. Harold M. Groves, Postwar Taxation and Economic Progress, (New York: 
McGraw Hill Book Company, Inc., 1946), p. 145. 

SIbid., p. 142. 
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would have to be increased roughly 10 per cent in order to make up 
for this loss. Assuming that this has been done, we shall have a 
situation in which the tax burden on enterprises with relatively 
stable incomes has been increased, while enterprises with relatively 
unstable incomes have been granted relief. Instability of income is 
more characteristic of small firms than of large ones; of newly 
organized concerns than of firmly established ones; and of enter- 
prises in capital goods industries than of those in consumer goods 
industries. Would a tax relief granted to small firms, new ventures 
and capital goods producers, coupled with a higher taxation for 
the other sectors of the business economy, result in a greater vol- 
ume of new business investment and, if so, over what period of 
time? 


It appears that in periods of cyclical expansion there would 
indeed be more business investment, because of the encouragement 
given to organizing new ventures and expanding numerous existing 
small enterprises. As a result, however, there would be an increase 
in the number and relative importance in the national economy of 
business units ill-equipped to withstand the shock of a serious 
cyclical contraction. In other words, the economy would become 
more vulnerable to cyclical contractions, and it might easily happen 
that the additional investment made during the upswing phase 
would be completely offset by greater disinvestment during the 
downswing phase of the cycle. 


I am making this point not because I am convinced that such a 
destabilizing effect of increased carry-over allowances would neces- 
sarily be strong and important, but because it seems usual to assume 
that this measure would have a stabilizing effect on the rate of new 
investment over the business cycle period. It has been argued that 
the existence of a carry-over provision may stimulate business 
expenditures in periods of deficit, because the possibility of off- 
setting such expenditures against taxable income would reduce the 
cost of capital outlays. It has also been pointed out that in the 
case of carry-backs, there would be tax refunds in the deficit years, 
which would strengthen the financial position of the enterprises 
concerned. Both these points are valid so far as they go. But, as 
has been stated in the Treasury study, the administrative difficulties 
of granting tax refunds promptly, so that they reach the firms con- 
cerned in time to alleviate financial strain, would be a serious im- 
pediment. As for making capital outlays financially more attractive 
by allowing loss-offsets, this factor could hardly be very important 
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in periods of cyclical contraction when a pessimistic outlook pre- 
vails. Consequently, it appears unlikely that these two factors 
would be strong enough to counterbalance the greater degree of 
instability resulting from heavier investment in cyclically unstable 
enterprises in periods of cyclical expansion. 


We may conclude, then, that liberalized carry-over provisions 
could hardly be a significant factor making for more business 
investment over the entire business cycle. In fact, if net disinvest- 
ment during the contraction phase as well as net investment during 
the expansion phase are taken into account, the measure might 
result, on balance, in lowering rather than raising the rate of busi- 
ness investment over the cycle. 


DEPRECIATION ALLOWANCES 


Changes in depreciation methods allowed for income tax purposes 
involve a redistribution of tax burden over time. One proposal 
has been to substitute the “replacement cost” principle for the 
“original cost” principle. If adopted, this change would, on the 
one hand, result in larger depreciation allowances and correspond- 
ingly lighter taxes in periods of rising prices, and, on the other 
hand, smaller depreciation allowances and correspondingly heavier 
taxes in periods of falling prices. This intertemporal shift in the 
tax burden wou!d seem undesirable from the standpoint of business 
cycle policy, since the burden would be reduced in periods of cyclical 
expansion (when prices usually rise) and increased in periods of 
cyclical contraction (when prices usually fall). However, in order 
to examine the effect of this measure more closely, one has to dis- 
tinguish between two possible situations: corporations may adopt 
the replacement cost principle both for tax purposes and for their 
own accounting purposes; or they may adopt the replacement cost 
principle for tax purposes and use the original cost principle in 
their own accounting. In the latter case, net profits as reported to 
stockholders would be affected only by the amount of tax change. 
In periods of rising prices profits would be higher (because the tax 
would be lower) and net corporate saving would be increased. 
Dividends would probably be higher too, and this should have a 
favorable effect on the inflow of external funds. Thus, one might 
expect a greater volume of new corporate investment. In the 
periods of declining prices the opposite tendencies would develop, 
and one might expect an adverse effect on corporate investment. 
Consequently, the measure would in all probability accentuate 
cyclical fluctuations. 








190 THE JOURNAL OF FINANCE 


If, on the other hand, corporations changed to the replacement 
cost principle in their internal accounting as well as in preparing 
tax returns, net profits reported to stockholders would become 
smaller in periods of rising prices even though the tax burden were 
lightened.’ As a result, net corporate saving would be reduced, but 
gross corporate saving (i.e., the sum of retained income and depre- 
ciation allowances) would, on the contrary, be greater than would 
be the case if the original cost principle were used. Therefore, 
corporations would be left with a greater amount of internal funds 
available for replacement and expansion of assets.2” In contrast, 
the amount of external financing might be curtailed under these 
conditions because of the decline in reported net profits, particu- 
larly if accompanied by an appreciable drop in dividends. Thus, 
amounts of internal and external financing would probably change 
in opposite directions, and the net effect on the total amount of 
funds available for corporate investment might be either positive or 
negative. In either case, however, one should expect internal financ- 
ing to gain in relative importance. 


Contrariwise, net profits reported to stock holders would be 
increased—or deficits decreased—in periods of falling prices, and 
this might enable corporations to keep dividend payments up with 
greater success and, therefore, maintain a stronger position vis-a- 
vis the external sources of capital funds. But the amount of internal 
funds would decline, as long as profits were reported and taxes had 
to be paid. Also in this case, then, internal and external financing 
would probably show changes in the opposite directions, making it 
impossible to generalize as to the net effect on the total amount of 
funds available for corporate investment. 


It thus appears that if corporations adopt the replacement cost 
principle both for tax purposes and for their own accounting pur- 
poses this may or may not intensify cyclical fluctuations in corpo- 
rate investment depending largely on the sensitivity of external 
sources of financing to changes in reported profits and dividends. 
Under favorable conditions, the disturbing effects would be mini- 
mized and the rate of corporate investment over the cycle period 
would not be significantly affected. Under less favorable circum- 
stances, the effect on the rate of corporate investment over the 
cycle could only be adverse. 
®The tax relief would amount to only a fraction of the additional depreciation 

charge. 
10Assuming, of course, that depreciation allowances were fully earned. 
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Another recommendation made in recent years has been to intro- 
duce the “accelerated depreciation” principle. According to this 
plan, depreciation charges would be made at a high rate during the 
early part of the equipment’s life period. In the subsequent period, 
the depreciation rate would be lower, or there might be no deprecia- 
tion at all if the entire value had already been written off. As a 
result, the tax burden would be reduced during the early part of 
the period in which the asset is used, and the enterprise would be 
able to recover a greater portion of the original outlay within a 
shorter time. It would seem, therefore, that the risk involved in 
new investment in depreciable assets would be reduced and a stimu- 
lating effect on private capital expenditures might be expected. 


If our economy were free from cyclical fluctuation, but suffered 
from a chronic insufficiency of investment outlets, the case for 
accelerated depreciation would indeed be strong. In a cyclically 
unstable economic system, however, other factors are likely to 
interfere and substantially change the net effect of this measure on 
private investment. New investment projects are started for the 
most part in periods of cyclical expansion. It is in these periods, 
therefore, that the tax relief, resulting from heavier initial depre- 
ciation charges, would reach considerable proportions. When the 
contraction phase of the cycle begins, the period of “accelerated 
depreciation” is likely to be over for a large part of the equipment 
installed during the preceding expansion phase. There will be few 
new projects during the contraction phase; and, even though the 
privilege of using the accelerated depreciation rates will still exist, 
the allowances on the older assets will be relatively small because 
of the initial heavy write-offs. Consequently, the burden of taxes 
will be heavier in the contraction period than it would be if the con- 
ventional depreciation methods were applied. Greater amount of 
hew investment during the expansion phase of the cycle may be 
entirely offset by increased disinvestment during the contraction 
phase, without any net gain over the entire period of the cycle. 


Aside from business cycle considerations, there is another aspect 
of the accelerated depreciation principle which should be mentioned 
here, even though space does not permit discussing it at any length. 
By allocating a greater portion of the tax burden to the later years 
of an asset’s life-span, this measure would probably make it desir- 
able, from the firm’s standpoint, to replace an old piece of equip- 
ment by a new one somewhat sooner than would otherwise be the 
case. In other words, it would probably be conducive to shortening 








192 THE JOURNAL OF FINANCE 


the life period of depreciation equipment and increasing the rate 
of replacement investment. The question arises as to the cost, from 
the social as well as the private) investor’s point of view, of scrap- 
ping old, but still usable, assets. Would this cost be, in general, 
more than counterbalanced by the advantages derived from the 
earlier instalation of new and improved types of machinery? And 
how would these additional costs and advantages be distributed 
among the various sectors of our national economy—the govern- 
ment, the producer, the consumer? 


INVENTORY VALUATION 


In considering the effects of changes in the method of inventory 
valuation, problems similar to those mentioned in the section on 
depreciation are encountered. The Treasury has allowed, since 
1939, the use of the “lifo” method for tax purposes, and a consider- 
able number of firms have adopted this method in recent years. In 
a period of rising prices, a company using “lifo” will report a 
smaller net income and pay a smaller tax. But in a period of falling 
prices the opposite is true: greater income (or smaller deficit) will 
be reported and the tax liability will tend to increase. 

It can readily be seen that while a shift to “lifo” in a period of 
rising prices decreases reported net income and retained income, 
the actual amount of internal funds available for corporate invest- 
ment is, on the contrary, affected favorably by this measure. A 
change in the method of inventory valuation does not in itself affect 
actual expenditures on goods acquired for inventories. Tax pay- 
ments, on the other hand, are reduced when “lifo” is used, and, to 
that extent, more funds remain in the enterprise and become avail- 
able for asset expansion. 


This increase in the amount of internal financing may be offset, 
however, by a decline in the amount of external funds obtained 
from the capital market. For a reduction in reported net profits 
may have an unfavorable effect on corporate security sales, particu- 
larly if dividends are also reduced to an appreciable extent. Thus, 
the net effect of the measure of the total amount of funds absorbed 
in corporate expansion may be either positive or negative, depend- 
ing on the specific conditions prevailing in the capital markets. 


In a period of declining prices one should expect the opposite 
tendencies to develop. The amount of internal financing would 
decrease, while the amount of external resources absorbed might 
be favorably affected. 
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In the light of these considerations, it could hardly be expected 
that the general adoption of the “lifo’”’ method would help stabilize 
investment over the business cycle period, or that it would result in 
any appreciable increase in the average rate of asset expansion 
over the entire cycle. 


In general, it is doubtful that any of the measures considered 
above—business loss-offsets, depreciation, and inventory valuation 
methods—would prove beneficial for private investment in the 
long run. Whether or not these measures are desirable on other 
grounds, such as greater equity in taxation, etc., is, of course, a 
different question which cannot be considered here. 





DISCUSSION 


R. J. MUSGRAVE*: Mr. Dobrovolsky has presented us with an in- 
teresting statement and some challenging points with which to dis- 
agree. 


1. He suggests that it would be disastrous if the income tax 
were so heavy as to stop real capital formation, and with this we 
all must agree. However, as he points out, capital formation during 
recent years has been at record levels so that this contingency has 
not arisen as yet. But, suggests Mr. Dobrovolsky, prices may con- 
tinue to rise and a situation might develop where corporations may 
not have sufficient internal funds to maintain their capital intact. 
Suppose that such a situation should occur. Would it then be appro- 
priate to increase depreciation allowances under the tax law so as 
to reflect replacement rather than original cost? Mr. Dobrovolsky 
does not answer with an outright yes, but he does not say no either. 
And since he is laudibly critical in the remainder of his paper, I 
must interpret this as a silent support of higher depreciation allow- 
ances. And to this I strongly object. 


Suppose we look at the corporation tax as a means of collecting 
at the source taxes upon the income of the shareholder. What then 
is the function of depreciation charges as a deduction item in com- 
puting taxable net income? Clearly, it is to assure that the investor 
should be permitted to recapture his original investment tax free 
and be taxed on his earnings only. Reference in both cases is to 
money investment and money earnings. Indeed, the whole concept 
of taxable income is defined strictly in money terms. To be sure, 


*University of Michigan. 
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changes in money income will not be the same as changes in real 
income if there are changes in price level. The investor, after 
recovering his initial investment tax free through depreciation 
charges, may find that these funds now will purchase less equip- 
ment than at the time of the earlier investment. And over the same 
period, the householder may find that his savings bonds have fallen 
in value. If taxable income were to be defined as accretion to wealth 
measured in real terms, adjustments would have to be made in both 
cases; the householder as well as the investor would have to be per- 
mitted to make deductions for the decline in the purchasing value 
of their dollar assets. And in periods of falling prices, there would 
have to be a corresponding upward adjustment in taxable income. 
But whatever the theoretical merit of defining accretion to wealth 
in real terms, such a concept of taxable income would be entirely 
unworkable. The tax law can only endeavor to provide an equitable 
definition of net income in money terms. It must then be left to 
the monetary, fiscal, and other policies of the government to pre- 
vent drastic fluctuations in the price-level which would invalidate 
the concept of money income. 


If we look at the corporation income tax not as a tax on personal 
income collected at the source but as a tax on business income as 
such (in which case the whole double taxation argument is void), 
the basic issue is still the same: Taxable income being defined in 
money terms, the purpose of depreciation allowances is to permit 
the firm to recover its investment tax free. If the funds thus recov- 
ered are not sufficient to maintain the capital intact while the firm 
wishes to do so, additional funds must be made available from 
sources other than depreciation charges. These may be internal or 
external funds and it cannot be denied in either case that the level 
of corporation tax may be an important factor in determining the 
availability of such funds. A situation may be imagined (although 
I do not think that it exists now) in which such funds are not 
available in sufficient amount, so that a tax adjustment is called for. 
My point is that, given such a contingency, the appropriate remedy 
is to reduce the rate of taxation, but not to distort the concept of 
taxable income. 


2. My second point relates to Mr. Dobrovolsky’s remark on loss- 
offsets. First, a minor correction: increased loss-offsets are not 
equivalent to a rate reduction. While they may be similar from a 
yield point of view, there is a significant difference in the distribu- 
tion of relief under the two approaches. The point to be noted is 
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that increased loss-offsets direct the relief towards income from 
riskier investments. 


I am very much intrigued with Mr. Dobrovolsky’s remarks re- 
garding the cyclical danger of excessive risk investment. This line 
of attack has interesting possibilities (the concept of an optimum 
dose of investment which will maximize income over the average 
of the cycle) which I hope will be followed up. But assuming that 
risk investment should be discouraged, what basis is there for Mr. 
Dobrovolsky’s suggestion that the degree of penalty imposed on 
risk investment under the present law (i.e., present tax rates and 
imperfections of loss-offsets) is precisely the one which is called 
for? Might it not also be desirable to increase this penalty, and 
what are the criteria to be used? Personally, I would rather see this 
tax deterrent to risk investment removed, but I must say that I am 
intrigued with Mr. Dobrovolsky’s general point. 


3. Finally, two comments of a more general kind. Underlying 
the general discussion of this session there appears to be an as- 
sumption that we are fortunate that tax deterrents to investment 
have not been very severe during this postwar period. I wonder. 
In a period of inflation in which aggregate expenditures are exces- 
sive, a good argument may be made for reducing investment as well 
as consumption expenditures. The immediate anti-inflationary ef- 
fects of capital expenditures (i.e., increased capacity which permits 
lower prices but also generates new demand!) may readily be over- 
rated. And even in the case of longer-run inflation, it is difficult to 
find any objective ground on which to decide whether the retrench- 
ment should be primarily with regard to consumption or invest- 
ment expenditures. (Specific bottlenecks are a different matter and 
require a selective approach.) Quite possibly we might have been 
better off with a somewhat lower general level of private invest- 
ment during the postwar period. 


In concluding, let me refer to another general assumption under- 
lying the preceding papers. I refer to the view that it is essential 
for corporations to have sufficient funds available internally not 
only to make replacement expenditures but also to expand. Consid- 
ering the case of new firms, which are not established as yet, much 
is to be said for this view; but regarding established firms, with 
ready access to the capital market, the matter is open to debate. 
Much can be said, and has been said, in favor of the proposition 
that the allocation of capital funds should be channeled through 
the market and not take the form of a forced reinvestment by the 
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original investor. Moreover, although this may seem somewhat 
shocking, this point of view may also be applied to replacement 
expenditures. Why should it be assumed that any one individual 
firm should always have enough funds, without going to the mar- 
ket, to keep its capital intact? What is important, in order to main- 
tain productivity, is that the capital equipment of industry as a 
whole be maintained intact; but this is quite compatible with con- 
tinuously changing capacity on the part of individual firms. 
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FEDERAL INCOME TAXATION 
and 
EXTERNAL VS. INTERNAL FINANCING 
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Harvard University 


Federal income taxation could affect the choice between external 
and internal financing in three ways, by influencing: (1) the level 
of business profits; (2) the decisions of business managements to 
retain these profits or to distribute them, and (3) the terms on 
which outside capital can be obtained.1 My assignment, I judge, is 
to comment on the respective effects of corporate and personal 
income taxes at these three points. I shall try to keep in mind the 
effects of both taxes on different kinds of companies during differ- 
ent phases of the business cycle. 


EFFECT OF REDUCTIONS IN CORPORATE PROFITS 


First, what about the effect of taxes on the level of corporate 
profits and hence on internal sources of funds potentially available 
for expansion?? Personal income taxes obviously have no effect on 
the level of corporate profits except as they may indirectly react on 
the overall level of income and employment.? Corporate taxes, how- 
ever, to the extent that they are not shifted, will directly curtail 
corporate profits. They will tend to restrict expenditures on busi- 
ness investment or, alternatively, to stimulate increased reliance 
on external financing. The extent to which corporate taxes will 
have one or the other of these effects will depend on specific circum- 
stances, some of which I wish to discuss. First, however, to avoid 
the appearance of an oversight, let me hasten to add that lower 
dividend payments or encroachments into cash or cash equivalents 


1J should like to express a appreciation to Professors E. Cary Brown, John 

Lintner, and Dan T. Smith for helpful comments on preliminary versions of 
this paper. Many of the ideas here expressed are implicit in the joint study 
which John Lintner has written with me, Effect of Federal Taxes on Growing 
Enterprises, (Harvard Business School, 1945). 


2In a variety of places in this paper qualifications and elaborations have had 

to be cut short to avoid undue length. Two of these are implicit in this 
sentence; the discussion is restricted to corporate enterprise and no attention 
is paid to replacement expenditures made from funds coming available as 
offsets to non-cash expenses, the largest of which are depreciation changes. 


3These indirect reactions will work themselves out through effects on the size 
of personal consumption expenditures and personal savings and on the bee | 
ness of individuals to invest their savings (and accumulated pools of capita 
in different ways. Personal income taxes may also affect income and —-- 
ment by directly influencing the intensity with which individuals, — y 
managerial and professional groups, work. These points are not elaborated 
here since they relate only indirectly to my present assignment and, for the 
most part, follow standard lines of analysis. 
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may cushion the impact of higher corporate taxes on internal funds 
available for expansion. 


Large, publicly held companies during postwar years provide per- 
haps the best illustration of the situation in which high corporate 
taxes are most likely to stimulate external financing rather than to 
curtail expenditures for expansion. In postwar years the pressure 
on most such companies for expansion has been great. Business 
activity has been booming. Higher price-levels have required in- 
creased cash investments to maintain a given scale of operations. 
Borrowed capital has been very cheap and most large companies 
strengthened their financial position sufficiently during the war to 
be able to float debt securities with ease. The stock market, although 
variable, has at times been highly favorable to new equity financing. 
On the whole, conditions for external financing have been auspi- 
cious; shortages of funds, therefore, have often been resolved by 
decisions to raise outside capital rather than to curtail expendi- 
tures. Capital issues to raise new funds amounted.to $3.3 billions 
in 1946, $4.6 billions in 1947, and ran at an annual rate of over $5.0 
billions in the first nine months of 1948. The choice between debt 
and equity financing has fluctuated with the state of the securities 
markets, but to develop this point would encroach on the territory 
of the next speaker. 


Even in boom times, however, it cannot be blithely assumed that 
large corporations with easy access to the capital markets will make 
expansions that necessitate external financing as readily as those 
which can be internally financed. It is still less likely that smaller 
companies will do so. I should like to suggest several considerations 
which support this statement. 


1. The costs and the complications of negotiating arrangements 
for outside financing, especially equity financing, are sufficiently 
great to cause many managements to look more critically at expend- 
iture proposals which involve outside financing than at those which 
can be comfortably financed from funds on hand. 


2. I believe—though I offer this as a hypothesis rather than as 
a firm conclusion—that there is a subtle but important distinction 
in the attitude of many managements toward internal and external 
funds. Internal funds, at least after customary dividend payments 
are met, are generally regarded as freely available for corporate 
use; a much stronger justification is often demanded for expendi- 
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ture requirements which necessitate the raising of outside funds. 

Let me illustrate this point. An executive of a blue-chip company 
once commented to me on the numerous opportunities which he saw 
for profitable investments in his industry. I asked why his com- 
pany was not exploiting more of them. He answered, “We can’t 
afford to; we don’t have the funds.” But the company could easily 
have obtained large amounts of external capital if it had chosen to 
do so. The point is that this executive instinctively thought of 
internally available funds as placing a ceiling on the amount of 
expansion that could be undertaken. 


To change the metaphor, proposals that would require long-term 
external capital were required to leap an imposing psychological 
barrier that was not raised against expansions which could be 
internally financed. I have no evidence to indicate the generality of 
this attitude, but my suspicion is that with differing degrees of 
intensity it is characteristic of the thinking of many executives. 


3. Some companies have traditional policies of avoiding long- 
term debt financing. Such companies are especially likely to differ- 
entiate between expansion programs requiring external financing 
and those which can be internally financed; the former, unless ex- 
tremely urgent, are likely to be undertaken only when the price of 
their stock and the state of the market are thought to be favorable 
for equity financing. 


4. Managements of closely held companies are frequently reluct- 
ant to undertake outside financing which may weaken or destroy 
their control position, a consideration not likely to affect manage- 
ments of companies with widely distributed stock. Moreover, a 
stock issue which represents a minority interest in a closely held 
company typically commands less favorable terms than an issue of 
a comparable widely held company. While the general aversion of 
control-conscious managements to outside capital applies more 
directly to issues of voting common stock than to senior equity or 
debt securities, some managements even hesitate for control reasons 
to assume the restrictive covenants of such securities. 


5. The preceding points apply to large companies as well as to 
small. But as one moves down the spectrum from the blue-chip 
companies to small unlisted companies, reductions in internal funds 
caused by higher corporate taxes will have increasingly the effect 
of restricting business expansion rather than of stimulating out- 
side financing. The terms on which outside capital—debt or equity 
—can be obtained become progressively less favorable as one moves 
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along this spectrum. Equity capital, in particular, typically can be 
obtained on favorable terms by small or even medium-sized com- 
panies only during active bull markets. For such companies the 
best first approximation probably is to assume that outside equity 
capital can be raised only during times of good business conditions 
and investor confidence. Marked variations also occur in the 
accessibility and terms on which debt financing can be obtained by 
companies of differing size and stability. 


6. For all companies—large or small, stable or insecure—the 
accessibility of outside capital, again, especially of equity capital, 
varies tremendously in differing phases of the business cycle. It is 
general knowledge that the common stocks of leading companies 
fluctuate by 100 per cent and more over major stock-market swings. 
The variation in more speculative securities is much greater. 


In the language of the theorist this whole discussion may be 
summarized as follows: The demand schedule for capital for 
individual firms often will be affected by the available sources of 
financing, since managements, in effect, frequently use different dis- 
count rates (required rates of return) in appraising expansions to 
be financed with qualitatively different sources of capital. For 
many managements the required rate of return tends to be relative- 
ly low so long as funds are freely available within the firm; it 
becomes rapidly and increasingly higher when, in the judgment of 
the executives, expansions begin to strain their company’s financial 
position; and there is a marked discontinuity, and shift to a higher 
required rate of return, at the point when the management decides 
that further expansions would require outside financing.* 


Otherwise stated, these considerations, if valid, will tend to make 
the demand schedule for capital rapidly less elastic when internal 
funds become strained, and to produce a vertical drop—a range of 
complete inelasticity—at the point at which outside capital will be 
required. Another way to phrase the point is that there really are 
several demand schedules, each with a different discount rate for 
different sources of capital (internal, debt, and equity), and that 
the points of extreme inelasticity or discontinuity represent shifts 
from one of these curves to another as one source of funds after 
another is exhausted. Also implicit in the foregoing suggestions is 
the need for modifications in the usual formulation of the supply 


4By relatively low, I do not necessarily mean absolutely low. Many manage- 
ments will insist on a high discount rate—a short pay-off period—even for 
internally financed capital expenditures. 
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schedule of capital to the individual firm. But time will not permit 
me to develop this point.® 


So much for a general discussion of the factors which would 
have to be considered in constructing realistic demand and supply 
schedules for capital. I am less concerned about the precise shape of 
the curves than about emphasizing the misleading simplicity of the 
customary theoretical formulations. Indeed, my main purpose is 
not to claim the validity of my specific interpretations of manage- 
ment behavior, but rather to stress its variability and complexity. 
A realistic formulation of the problem would have to recognize that 
the nature of the schedules will vary with the objective character- 
istics of the company (such as its size, cyclical stability, and proved 
earning capacity), the phase of the business and stock-market cycle, 
and the varied and changing psychological propensities of individ- 
ual managements. 


If there is any realism to my thesis, it follows that the expected 
rate of return demanded for expansions requiring outside capital 
frequently will greatly exceed the cost of such outside capital as 
typically measured in terms of interest rates, dividend yields, or 
dilution of the earnings or book value of outstanding stock. A 
corollary of this statement is that actions such as tax increases 
which restrict internal sources of funds, will, in varying degrees, 


5As ordinarily formulated the supply schedule of capital relates the interest 

rate which must be paid for outside capital to the amount of funds which 
can be raised. Many formulations do not even distinguish the types of securi- 
ties for which the outside capital is to be acquired—simply referring to a 
generalized concept of “the interest rate’”—but more realistic formulations 
may distinguish various forms of debt capital and equity financing. The price 
of equity capital in more specific formulations would have to be stated in 
terms of dividend yields, price-earnings ratios, or dilutions of earnings or book 
value, as may be appropriate, rather than simply as “the interest rate.” 


Even with such refined formulations I believe the customary theoretical 
concepts are highly unrealistic. Internal funds as well as external funds 
should be included in constructing the schedule. Up to the point at which 
internal funds would no longer be available there are really two supply sched- 
ules, one for internal funds and one for external funds. To this point, expendi- 
ture decisions are usually made on the assumption that they will be financed 
with internal funds; the allocation of funds between investment expenditures 
and other uses will depend on such factors as the pressure for dividend pay- 
ments and the desire of management to maintain a strong working capital 
position. The supply schedule, like the demand schedule, presumably would 
be discontinuous at the point a management decided it must shift from inter- 
nal to external sources of financing. It would again be discontinuous when 
the management would feel obligated to shift from debt financing to equity 
financing or vice versa. 


A precise formulation of the discontinuities in the demand and supply sched- 


ules (which is not attempted here) would need to take care not to double count 
the points here developed. 
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have the effect of curtailing investment expenditures rather than 
of stimulating external financing. 


This conclusion may sound obvious and commonplace to the pres- 
ent audience. But it perhaps seems less so in terms of its signifi- 
cance for formal economic theory and for the policy conclusions 
often drawn from theoretical models. 


So far as I know, relatively little allowance has been made in the 
economic theory of the firm for liquidity considerations, financial 
balance, control implications, and related matters of great import- 
ance to the operating executive; and very little attention has been 
paid to the imperfections of the capital market characteristic of the 
real world. The limitation on business investments has been stated 
theoretically by equilibrating anticipated rates of return on invest- 
ment opportunities—the marginal efficiency or productivity of 
capital to the firm—with the cost of capital, usually measured in 
terms of going rates of interest on the assumption of a homogen- 
eous capital market. Profit-and-loss calculations on this assump- 
tion have dominated formal theory to the near exclusion of the 
factors previously mentioned. Reliable appraisals of the real effects 
of taxation cannot be drawn from theoretical structures which 
ignore or seriously underweigh considerations of such vital signifi- 
cance.® 


Before leaving this topic let me point out the limited scope of my 
analysis lest unintended inferences be drawn from it. I have 
stressed various factors which are important in appraising the 
economic effects of corporate income taxation and which, I believe, 
are often overlooked. But these considerations merely represent 
one or two phases of a complicated problem. Other phases such as 
the extent to which corporate taxes may be shifted, the extent to 
which they may absorb otherwise idle funds, or, at a broader level, 
the restrictive effects of other taxes which would have to be levied 
in the absence of high corporate taxes may be of greater import- 
ance. At any rate, this possibility needs to be investigated before 
the preceding analysis is translated into policy recommendations. 
6For instances in the theoretical literature in which similar points are made, 

see K. E. Boulding, “Professor Tarshis and the State of Economics,” Ameri- 
can Economic Review, XXXVIII, (March, 1948), 92-102; M. W. Reder, “A 
Consideration of the Economic and Monetary Theories of J. M. Keynes,” 
American Economic Review, XXXVIII, (May, 1948), 295-99; and A. G. Hart, 


Anticipations, Uncertainty and Dynamic Planning (University of Chicago 
Press, 1940). 
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DECISIONS AS TO DIVIDEND DISTRIBUTIONS 


Let me turn now hastily to my second point—the effect of corpo- 
rate and personal income taxes on dividend distributions. These 
taxes have certain direct effects which are consciously taken into 
account when dividend decisions are made. Historically, the undis- 
tributed profits tax of 1936-37 clearly prompted many companies 
to pay increased dividends; about this there can be little controv- 
ersy. Currently, however, the tax structure exerts no such direct 
and powerful effect on dividend distributions for any large segment 
of the economy. 


Section 102, the penalty tax on unreasonable accumulations of 
surplus, is often cited as a powerful influence impelling manage- 
ments to pay out increased dividends. It undoubtedly has this 
effect for many closely held companies in very liquid positions. 
But a careful survey of the judicial status of Section 102 (see the 
excellent study of Professor William L. Cary’) indicates that com- 
panies with a legitimate need for funds for business expansion have 
little reason to fear Section 102. True, a review of court cases 
is not conclusive evidence as to the effect of Section 102 on dividend 
distributions. The Bureau administration may have been more rig- 
orous than the court records indicate, but I have seen little evidence 
to substantiate this belief. Also, some managements with really 
legitimate needs for expansion may have decided to distribute 
profits against their preferences because of an unjustified fear that 
Section 102 would be applicable to them. The extensive publicity 
given to Section 102 by some tax lawyers has perhaps tended to 
produce such reactions. In general, however, I believe the economic 
significance of Section 102 has been much overemphasized. 


The other direct effect which taxes may have on dividend dis- 
tributions derives from the relationship of corporate tax rates to 
the highly progressive structure of personal income tax rates. An 
incentive is created, as has often been pointed out, for corporations 
controlled by wealthy stockholders to withhold dividends to permit 
these stockholders to avoid high taxes on their personal income. 
Undoubtedly dividend distributions are influenced to some degree 
by such considerations, but I have no basis for a quantitative judg- 
ment on this point. 


Dividend distributions are also influenced to a substantial degree 
by indirect tax effects. As already noted, the effect of high corpo- 


7W. L. Cary, “Accumulations beyond the Reasonable Needs of the Business: 
The Dilemma of Section 102(C),” Harvard Law Review, LV, (1947), 1282-1313. 
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rate taxes on business expansion and external financing may be 
cushioned by compensating changes in dividend payments. A study 
of the relationship of corporate dividend payments to corporate 
profits shows that a much smaller percentage of earnings has been 
paid out as dividends in postwar years than was typical either of 
prewar years or war years. In part, the postwar relationship can 
be explained by the normal tendency for dividends to constitute 
a smaller percentage of profits in years of very high profits, but in 
part also it reflects the urgent need of business for funds for ex- 
pansion. To the extent that high corporate taxes have cut into 
corporate profits, it seems reasonable to suppose that corporate 
managements have held down their dividend payments, i.e., 
restricted increases in such payments, in order to offset the effect of 
corporate taxes. 


It should be noted that the opportunities for most large corpora- 
tions to cushion the effect of higher corporate taxes on retained 
funds by restricting dividend payments are much greater than 
those of small corporations. Historically, small corporations have 
retained a much higher percentage of their profits than have large 
corporations. This relationship which is shown by aggregate data 
probably would be even more striking if it were possible to segre- 
gate growing companies from the great body of small and medium- 
sized corporations. 


To relate this discussion to the preceding analysis, let me repeat 
that restrictions on internal sources of funds to small companies 
are very likely to result in the postponement or abandonment of 
plans for business expansion. Similar restrictions on large com- 
panies are relatively more likely to stimulate external financing 
than to curtail expansion. Thus, the points previously made are 
reinforced by the differences in the ability of large and small com- 
panies to cushion the effect of higher corporate taxes by offsetting 
adjustments in dividend policies. 


TERMS ON WHICH OUTSIDE CAPITAL CAN BE OBTAINED 


Just a word on my third point—the effect of income taxes on the 
terms on which outside capital can be raised. To save time I shall 
comment only on the effects on equity capital, for there is little cur- 
rent evidence of serious shortages of borrowed funds except pos- 
sibly for small companies.*® 
8This section is very brief because of the limitations on the length of the 


paper and because the points here discussed have been developed at length in 
Butters and Lintner, op. cit. 
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Corporate taxes will impair the terms on which equity capital 
can be obtained to the extent that they bite into the earnings poten- 
tial of a company, for stock prices depend largely on the market’s 
appraisal of future earnings. These effects will be relatively much 
more severe on rapidly growing companies than on companies 
which have already reached mature development. 


Personal income taxes likewise will have diverse effects on differ- 
ent types of companies. In so far as they reduce the amount of 
funds available to individuals for investment they will tend to 
worsen the terms on which business can raise equity capital. But 
in so far as the rate structure of the individual income tax affects 
the willingness of individuals to invest in different types of firms, 
funds will tend to be drawn away from some companies and chan- 
neled to others. In general, the high rates of personal income taxes 
discourage wealthy individuals from investing in equity securities 
for the purpose of obtaining dividends. The net return after taxes 
on such securities must be rather high in comparison with, say, tax 
exempt securities to compensate such individuals for the risks in- 
volved. But the large divergence between the high surtax rates on 
ordinary income and the much lower rates on capital gains exerts 
a positive incentive for many investors to search for speculative 
investments which may yield large capital appreciation. 


To the extent that these conclusions are valid they imply that 
high corporate taxes are relatively more repressive on rapidly 
growing companies, both as they affect internal funds and outside 
capital, than on large, stable companies, whereas high individual 
income taxes are relatively more severe in their effects on estab- 
lished companies which offer less opportunities for capital appre- 
ciation. 





DISCUSSION 


F. J. CALKINS*: Professor Butters has given us an excellent 
analysis of the financial theory of corporate expansion in so far as 
it is affected by taxation. One wishes that he could have dealt as 
fully with non-corporate enterprise. 


I heartily concur with his commentary on the unrealistic ap- 
proach of many economic theorists toward the theory of the firm. 
Particularly is this true of liquidity considerations, and cash con- 
siderations. The marginal firm, if defined as one which will first 
be forced from a competitive industry, is not necessarily deter- 
*Marquette University. 
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mined by any cost approach. It is the firm which first runs out of 
cash. One can find numerous examples of small textile corporations 
which showed net losses for almost every year from 1920 through 
1940, yet paid dividends and remained active while other, more 
profitable enterprises were forced from the field through loss of 
cash. A second point on which I concur with the theoretical ana- 
lysis presented concerns the non-homogeneity of the capital mar- 
kets. Preliminary results of a study I have been making for some 
years reveal that if we take the market rate of capitalization—i.e., 
the reciprocal of the price-earnings ratio—for common stocks as 
representative of the rate necessary to induce new equity capital 
to flow into the business, such rates in the petroleum industry, 
using profitable companies with little or no leverage factor present, 
range from 4 per cent to over 25 per cent. The risk factor alone 
cannot account for such a range. 


Turning to the less theoretical aspects of Professor Butters’ 
paper, I was rather disappointed at his neglect of short-term 
financing as a method of expansion. However unsound this means 
of financing may be, it has been used to expand inventories both in 
units and dollars, and even in some instances to construct new 
plants and purchase new equipment. The decline in bank loans now 
being observed may be due at least partially to repayment of these 
loans by withholding dividend payments. A second source of such 
financing is, of course, the commercial finance company. Statistical 
data are not adequate to press home my point, but I am sure that 
it would be significant. 


I wish that Professor Butters had chosen to give us his views on 
depreciation and other amortization problems. While the total of 
net income and depreciation, that is, of cash recovery, may be the 
same, the method of reporting it may affect managerial decisions. 
When profits have been moving upward and continuation is indi- 
cated, expansion may take place without regard to depreciation 
allowances. But when the trend of profits is uncertain, the problem 
of depreciation is raised. The cash recovery is the same, regardless 
of the proportioning of amortization and profits. If the deprecia- 
tion problem is raised to thwart labor demands, the evidence in the 
Flanders’ committee hearings is to the contrary. Should not indus- 
try better continue Snyder’s fine analysis of the increasing needs 
of capital investment to provide more and better goods for every- 
one? 
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Retention of corporate earnings may also be subject to a nega- 
tive influence. If the large companies do not pay dividends, or if 
they lower or keep them the same instead of raising them, smaller 
enterprises take their cue from such action regardless of the merits 
of the individual situation. I know of one company which could 
have doubled its dividend in 1945, was even considering it, but 
after a trip to New York the chairman of the board persuaded his 
colleagues that since big industry was fearful of a depression and 
was not increasing their payments, the company should actually 
reduce its payment by 50 per cent. On the other hand, witness the 
rash of extra payments this year following the pattern set by a few 
giant companies. 


A final point—although it impinges upon the theme of Professor 
Howell’s paper—relates to the terms on which external capital may 
be obtained for industry. The continued emphasis on saving through 
insurance companies has affected greatly the direction in which 
new funds are flowing. It appears to me that such investment is, 
by legal restriction, tending to enlarge big business and to encour- 
age monopolistic competition. The savior of this situation, the 
investment banker, appears, notwithstanding the straightforward 
statement of Mr. Collins at the recent I.B.A. meeting, to be cowed 
by the S.E.C. lawyers instead of assuming his historical role of 
innovator. Certainly a rennaissance in selling of equity securities 
must occur. The recent studies of Brady and Friedman show that 
the smaller the percentage of families in the higher income 
brackets, the greater the percentage of income saved at each level 
of income. Our personal tax structure has achieved the former. 
How much of the latter will flow into equity securities instead of 
through institutional investment agencies depends on how well the 
investment banker goes out and gets these savings in. Perhaps we 
as teachers, too, must change our instruction from emphasis on the 
past mistakes of investment bankers to emphasis on the need for 
equity funds and thus sell our students on securities as a method of 
providing individual security. 
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THE FORM OF EXTERNAL FINANCING BY BUSINESS 


PAUL L. HOWELL 
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A discussion of the impact of federal income taxation on the form 
of corporate finance falls naturally into two sections: the effect of 
such taxes on the investment activities of individuals who may be 
potential purchasers of corporate securities; and, secondly, the 
effect that such taxes may have on the kinds of securities which a 
corporation may issue. 

ParT I—A 


Taxes on the personal income of investors have a two-fold impact: 
first, on the ability of the taxpayer to save a sizable amount of 
money ; and then on what disposition he is induced to make of the 
funds he saves. 


The general problem of the sources and quantity of funds avail- 
able for corporate investment has been discussed by the preceding 
speakers and in recent literature! and will not be explored here. A 
complete discussion of the problem requires a consideration of 
many factors, such as internal sources of funds, from retained 
earnings and depreciation, and external financing. The latter in- 
volves such questions as the federal budget, the size of the national 
income, gross and net capital formation, individual saving, as well 
as money market conditions. 


The much smaller question of the availability of equity capital 
has frequently been obscured by incomplete analysis. It is a bit 
difficult to become exercised about such alleged shortages of risk 
capital for expansion? at a time when we have sixty million jobs. 
Shortages of goods are due fundamentally to low productivity 
caused by inefficiencies of the factors of production and particularly 
to the deficiencies accumulated during the war. As contrasted with 
the ’thirties, the reduction of the tax burden is not now needed to 
stimulate capital expansion and reduce unemployment. 


General public comments that taxes are too high seem to be guilty 
of misplaced emphasis. Consideration is frequently restricted to 
one’s own selfish objective of paying as small a tax as possible. The 


1Irwin Friend, “Business Financing in the Postwar Period,” Survey of Current 

Business, March 1948; New York Stock Exchange, Economic Progress: Tax 
Revision and the Capital Markets, October, 1947; Randolph E. Paul, “Cold 
War Taxation Policy,” Tax Law Review (New York University School of 
Law), November, 1948; Stanley L. Miller, “The Equity Capital Problem,” 
The Harvard Business Review, November, 1948. 


2Cf. Foreword by Emil Schram, New York Stock Exchange Report, supra. 
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fundamental fiscal question is: How much revenue must be raised 
to meet the necessary expenditures and how can it best be provided 
according to the canons of sound public finance: ability to pay; 
benefit received ; productivity of the tax and ease of administration? 
Of course no one wants to pay high taxes. What is forgotten is that 
we have a 40 billion dollar budget, representing 20 per cent of the 
national income. Emphasis should be on reducing expenditures. 
But this is politically difficult. This inability to cut expenditures 
gives this speaker grave concern. For, if we are just able to balance 
the budget at a time of full employment, deficit financing will surely 
ensue when a recession causes the administration in power to rush 
to public expenditures to give work relief and to prime the pump 
for business. 


There should be, at present, considerable slack in the form of a 
budget surplus so that it will not be necessary to resort to deficit 
financing immediately upon the occurrence of a slight recession. 
In the final analysis, all the factors of production must strain 
harder to produce more in order to overcome the comparative 
poverty which is the heritage of war before we try to have more 
guns, more goods, more leisure, and less taxes. 


PART I—B 


We should now look critically at the impact of income taxation 
on the investment policies of individuals who have surplus funds 
available for productive commitment. The economic significance of 
high taxes on individual incomes lies not only in the amount avail- 
able for investment but in the way these taxes influence the 
direction of that investment.* 


This is extremely important when many institutional factors are 
providing adequate loan capital. There might well be a better bal- 
ance between factors favoring loan versus equity capital. High 
personal income taxes in several important respects act as a deter- 
rent to such equity investment. 


1. Effect of high tax rates and the question of the assumption of 
risk.—People will invest in risk securities when there is the expec- 
tation of a compensating return. But, if a major portion of the 
profit from a successful venture is commandeered by high surtaxes 
the investor in that bracket will not receive a sufficient net return 
to attract him. Assume a corporation earns 16 per cent on its 


‘James D. Magee, Taxation and Capital Investment, (Washington, D. C., The 
Brookings Institution, 1939.) p. 51. 
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3James D. Magee, Taxation and Capital Investment, (Washington, D. C., The 
Brookings Institution, 1939.) p. 51. 
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invested capital before taxes. After the 38 per cent tax there is left 
9.9 per cent for corporate purposes. If 70 per cent is disbursed as 
dividends, the gross return of 7.0 per cent is reduced for a stock- 
holder in the 60 per cent bracket (over $22,000) to a net return of 
2.8 per cent on his stock investment. This, obviously, is an inade- 
quate return to justify the assumption of such a risk unless there is 
a realistic expectation of capital appreciation. Since the net return 
is not greatly above that of high-grade bonds there is little stimulus 
on the part of high-bracket investors to buy stock where the differ- 
ential to compensate them for the care, skill, and even worry 
attendant on an equity commitment is so inadequate. Investment, 
therefore, tends to be restricted to the more attractive high-grade 
bonds with the possible exception of the most conservative estab- 
lished stocks. But, according to investment theory, it is this very 
group of high-bracket taxpayers who can best afford to assume 
these risks because the marginal value of the dollar at risk is the 
least for them. 


2. The effect of capital gain and loss provisions.—The ultimate 
return on many investments is expected to consist primarily of 
appreciation in value. Because this appreciation may have taken 
place over a period of years, it has been the policy to tax long-term 
capital gains at a lower and a flat rate compared with the progres- 
sive surtax rates. This has resulted in buying for appreciation to 
escape the more burdensome surtaxes. Since appreciation is great- 
est in common stock this favors equity investment. But the hope 
of gain is accompanied by the ever present risk of actual loss. As 
the law stands, it is the policy to tax the gains but permit the 
deduction of losses, except as against gains, only to a limited 
amount. The net effect would seem to make common stocks some- 
what less attractive. 


3. The impact of estate taxes.—Estate taxes are similar to in- 
come taxes in their effect on the preference for non-stock forms of 
investment. Estate taxes are in effect a capital levy and are not 
paid from income. In order to raise funds to meet the tax, part of 
the estate must be liquidated. Stocks of only the most seasoned 
corporations have the desired marketability and they too may be 
affected by price swings. Adequate investment in bonds, preferably 
government, is the usual advice of experienced estate counselors. 


The effect of the forced raising of funds on a family business 
may easily be envisioned as disastrous in its repercussions on con- 
trol, working capital position, or the mortgaging of the assets. Life 
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insurance is not an entirely satisfactory solution, since its cost is 
high for advanced ages and the proceeds of the policy itself in- 
creases the taxable estate. 


4. The effect of the availability of tax-exempt securities —The 
continued tax exemption of municipal securities by providing an 
alternative investment outlet has attracted considerable funds 
which might otherwise go into industrial common stocks. The 
yields on municipals are nearly all net yields; with the exception of 
a bad break in price in 1947, the risk factor is negligible and noth- 
ing is taken for income taxes. 


A taxpayer with an income of over $50,000 is subject to 75 per 
cent surtax rates. A taxable security yielding 8 per cent would net 
him 2 per cent after paying the federal income tax. This is sub- 
stantially less than the 2.45 per cent yield currently provided by 
high-grade municipals. It would take a 10 per cent yield to give an 
equal dollar return. But the risk factor is not at all comparable. 
In fact, a taxpayer with an income in excess of $5,000 would find 
it uneconomic to own corporate bonds. This tendency toward a 
larger holding of tax exempts is borne out by analysis of the rela- 
tive proportion of different types of assets in large estates.‘ 


This favored position of municipal securities could be eliminated 
by federal law. The salaries of state officials are subject to non- 
discriminatory federal income taxation.® It would seem, therefore, 
that the way is open for the Supreme Court to uphold a federal law 
taxing the income from instrumentalities of state and local govern- 
ments by distinguishing between taxes levied for special purposes 
and those non-discriminatory taxes levied for ordinary fiscal pur- 
poses. There is no economic reason why municipalities should 
have a preferential position in competing with other borrowers for 
loanable funds.’ 


The elimination of the favored position of state and local secur- 
ities would aid in stimulating investment in corporates. The imme- 
diate effect of lifting the tax exemption of new issues and altering 
the flow of investment funds would be small, but the cumulative 


4Gerhard Colm and Fritz Lehmann, Economic Consequences of Recent Ameri- 
can Tax Policy, New School for Social Research, 1938, p. 51. 

5Helvering v. Gerhardt, 304 U. S. — a (Port of N. Y. Authority case) ; 
Graves v. O’Keefe, 306 U. S. 466 (1939). 

®Commissioner v. Schamberg (C.C.A. 2d) 144 Fed. (2d) 998 (1944), Cert. den., 
323 U. S. 792 (1945) (Second Port of N. Y. Authority case). 

7Paul Studenski, “Bond Exemption—An Unjusted Subsidy to State and Local 
Borrowing,” Wartime Problems of State and Local Finance, Tax Institute 
Symposium, April, 1943. 
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benefits would be considerable both in broadening the tax base and 
changing the direction of investment. 


Let us now take a fragmentary look at the current activity of 
investors. The question of alleged shortages or the inability to 
raise equity funds is belied by the series of secondary sales of the 
common stock of Detroit Edison totaling 1,350,000 shares. During 
1948 the high and low was 2134 and 20. The established dividend 
of $1.20 gives a yield of slightly less than 6 per cent. These divest- 
ment sales, made pursuant to Section 11 of the Holding Company 
Act, were accomplished by means of competitive bidding. The most 
recent sale involved the distribution of a block of 78,280 shares by 
the parent, United Light and Railways Company on December 15. 
Ten bids were submitted. Blyth & Co. bid $19.852 and reoffered at 
$20.30 less 30 cent selling concession. Major consideration in set- 
ting the bid price was not the underwriting risk but for what was 
the bidder willing to do the work. Despite the foregoing reasoning 
it would seem that many investors are still willing to buy the com- 
mon stock of well-established corporations. Shareholders in some 
other utility companies offering stock by privileged subscription 
during the past twenty months, however, have not shown a strong 
disposition to exercise their rights, e.g., Missouri Utilities, in which 
56 per cent of subscription warrants were exercised; Southern 
Colorado Power 36 per cent; Florida Power Corp. 50 per cent; In- 
dianapolis Power & Light 36 per cent; Northwestern Public Service 
22 per cent; Gulf States Utilities 53 per cent.® 


It is well known that American Telephone and Telegraph Com- 
pany has raised over 3 billion dollars of new capital in the past 
three years, but equity offerings and conversions have not been 
enough to keep the system debt from rising from 31 per cent to 
51 per cent. 


In a recent study, by Ebasco Services, Inc. it was concluded that 
there was a shortage of equity capital due to federal tax policies 
and the importance of institutional investors but that the impact 
of these factors on utilities is less severe than on most other types 
of corporate enterprise because the stability of electrical utilities 
enables them to finance a larger proportion of their total require- 
ments with debt. 


8W. T. Hyde and E. R. Abrams, “Sale of Utility Common Stocks through War- 
rants,” Public Utilities Fortnightly (November 18, 1948), p. 703. 
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“As to the equity market, there is no doubt that (utility) com- 
panies with high quality common stock . . . will command a ready 
market for common stock financing. The situation, however, is not 
quite so favorable for companies whose securities are not so well 
known. Such companies will have to pay a higher cost for equity 
capital if recent market performance of such stock is any guide to 
the future.’ 


S.E.C. Chairman Hanrahan presents a somewhat different pic- 
ture for the natural gas industry.'’® A staff study found that in the 
last two and a half years the nineteen leading companies had made 
new capital expenditures totaling $700,000,000 of which $550,000,- 
000 was obtained from the sale of new securities. Of the new 
money thus raised, 84 per cent was through the use of debt securi- 
ties, with preferred stock less than 2 per cent. While common 
equity has been materially increased by retained earnings the sale 
of additional common stock has played but a small part, much to 
the concern of the Commission. 


“The reason most commonly advanced for the failure to sell 
common stock in recent years is that the market has been bad and 
the floatation of common stocks ‘too expensive’ to be justified. 
This rationalization does not appear to me to be particularly strong 
in the case of natural gas companies. For many years natural gas 
equities have sold at high ratios to earnings. New offerings have 
been quickly absorbed and have soon sold at substantial premiums 
over the offering price. Shortages of materials and equipment have 
at times delayed construction projects, but adequate funds—both 
equity and debt—have been readily available.” 


It must be recognized that when good bonds can be sold for less 
than 314 per cent, preferred stock for less than 5 per cent, and 
common stocks to yield less than 7 per cent, capital cannot be too 
searce. In the “good old days” of the ’twenties when there appar- 
ently was no shortage of equity money, the net cost of capital was 
much higher. Only common stock sold on a lower basis. It seems 
that common stock money is available only during the uncritical 
days at the end of a prolonged bull market when the public’s judg- 
ment has been hypnotized by the lure of easy profits. 


Too often in wailing about the lack of equity capital it is over- 
looked that this may not mean “investment” at all but the commit- 
ment of funds to speculative enterprises which a promoter wants to 
finance with someone else’s money. There is no obligation on the 


*%Ebasco Services, Inc., Electric Utility Financing, (October, 1948), p. 36. 

10§.E.C. Chairman Edmond M. Hanrahan, “Financial Aspects of the Gas Ex- 
pansion Program,” address before the annual convention of the American 

Gas Association, Atlantic City, October 5, 1948. 
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part of the economy to provide capital for every scheme which 
comes along. It need not be labored here that the majority of such 
promotions are ill advised and a waste of hard-earned savings. 
Reference need be made only to Graham and Dodd’s pithy conclu- 
sion" that the purchase of new flotations is a waste of money, or 
recall the current position of some of the companies brought out 
during the postwar stock boom like Tucker Corporation or Pratt’s 
Fresh Frozen Foods. 
Part II 


The impact of federal income taxation on capital structures.— 
Sound finance calls for a financial plan in which the funded debt 
and its attendant fixed charges do not impair the solvency of the 
corporation. For a number of years there have been two major 
factors causing business to load up the capital structure of a cor- 
poration with a heavy proportion of debt: (1) the availability of 
low cost capital through borrowing; and, (2) the allowance of the 
deduction of bond interest expense in computing net income subject 
to federal tax. 


The rise in corporate tax rates has given the structure of cor- 
porate capitalization a greater significance than ever before. 
Assume a business has outstanding an issue of $1,000,000 of 6 per 
cent preferred stock. If the business earned $100,000, $38,000 
would go to pay federal corporate income taxes and $60,000 would 
be taken for preferred stock dividend requirements, leaving a bal- 
ance of only $2,000 for the common stock. But, if a 5 per cent 
debenture were substituted for the preferred stock there would 
then be $31,000 available for the residual equity. 


In fact under the recent Excess Profits Tax law it was possible, 
under certain circumstances involving the invested capital base, 
high tax rates, and low interest rates, for the savings in tax from 
the creation of debt to exceed the interest charges. Thus, many 
companies were induced to borrow money though they had no pro- 
ductive use for the idle funds. 


For example, a concern with equity capital of $1,000,000 earning 
$200,000 before any taxes would have a net income after normal, 
surtax, and excess profits tax of $72,850. But, if the same concern 


11B. Graham and D. Dodd, Security Analysis (New York: McGraw-Hill, 2d ed., 
1940), p. 725. 


12George O. May points out that in England the tax liability of the corporation 
is unaffected by the fact that the invested capital took the form of bonds 
instead of stock. “Corporate Structures and Federal Income Taxation,” 
Harvard Business Review, Autumn, 1943. 
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borrowed $1,000,000 and let the funds lie idle in the safe deposit 
vault, the exemptions and allowances would enable the corporation 
to retain $81,350 as net income or a saving of $8,500 due merely to 
borrowing as demonstrated in Table 1. 


TABLE 1 


TAXES SAVED BY BORROWING UNDER 1942 Excess ProFrits TAX LAW BY 
CORPORATIONS WITH Not MorE THAN $5,000,000 INVESTED CAPITAL* 


(No allowance is made for any income which the borrowed money might earn 
as capital invested in the business or invested in securities.) 



















































































WITH 
ONLY BORROWED 
EQuITY CAPITAL Too 
Equity capital including surplus. $1,000,000 $1,000,000 
Bonds (2 per cent coupon)... 1,000,000 
Income (before any taxes) 200,000 200,000 
Income less bond interest 20,000 
Net income ..................... $ 200,000 $ 180,000 
Computation of exemptions: 
Specific exemption > © 5,000 $ 5,000 
8 per cent of $1,000,000 invested equity liecciaietessno 80,000 80,000 
8 per cent of % of $1, 000,000 debt. 40,000 
Total Excess profit exemptions...................... $ 85,000 $ 125,000 
Net income 200,000 180,000 
Plus % of interest 10,000 
Excess profits tax income $ 200,000 $ 190,000 
Less EPT exemption 85,000 125,000 
Income subject to Excess Profits Tax... ccc $ 115,000 $ 65,000 
1942 EPT—90 per cent on above 103,500 58,500 
Less 10 per cent rebate we 10,350 5,850 
Net Excess Proftts Tax ——............... PDR Pe ee SE $ 93,150 $ 52,650 
pO ee ae ee eee eet DRESS 200,000 180,000 
Less income subject to EPT... seca ae 115,000 65,000 
Normal and surtax income . $ 85,000 $ 115,000 
Normal and surtax at 40 per ¢ ‘cent (a per ‘cent and 
16 per cent) . eee i  _ $ 46,000 
Excess Profits Tax above 93,150 52,650 
Total Tax Taree Surtax and Norma!))........................... $ 127,150 $ 98,650 
I I ogi occicaseecttcrnccenncscneeecanniceanchone $ 200,000 $ 180,000 
Net Income after all taxes $ 72,850 $ 81,350 
72,850 
Difference—Saving by nor sated $1, 000,000.... $ 8,500 
Percentage saved On DOPTOWLIG.....ecccccccceccce-cceecceeneeseeeenetneemneeenernnee, 85 








*The writer is indebted to L. Robert Driver for this illustration. 





One may study the impact of interest deductability on corporate 
structure either on an “over-all” basis or as an individual case 
analysis. In 1943 the S.E.C. research staff made a comparative 
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analysis of the 1937 and 1941 financial statements of 201 large 
manufacturing companies with respect to changes in their capital 
structure.“ These 201 manufacturing companies, whose assets 
aggregated $21.5 billion, had a long-term debt amounting to 12 per 
cent of the total invested capital for their fiscal years ending in 
1937. The ratio of debt at the end of 1941 for the same group of 
companies was 14 per cent, which was equivalent to a 16 per cent 
increase in the proportion. The ratio of debt to total capitalization 
increased for those companies which showed a decline in total 
assets during the period as well as for those which expanded. 


The S.E.C. staff report concluded: “The foregoing facts do not 
necessarily prove that the deductibility of interest for tax purposes 
was the primary cause of the increasing proportions of debt in cor- 
porate financial structures .. . Nevertheless, various data indicate 
that tax policy has been a contributing factor in the rising ratio 
of corporate debt to total securities outstanding. Undoubtedly, 
from the standpoint of the issuers of securities, the policy of arriv- 
ing at net taxable income after the deduction of interest disburse- 
ments, but before the deduction of dividend disbursements, has 
tended to make issuing corporations prefer to issue bonds rather 
than stocks for the purpose of raising new capital.” 

Other studies,'' which compared the ratio of debt and equity 
financing over a period of several decades, however, could perceive 
no distinct trend to debt financing in recent years. 


The 1949 Annual Economic Report of the President’s Council of 
Economic Advisers found that in external financing new security 
issues increased in importance relative to bank loans in 1948. Stock 
issues, however, account for only 19 per cent of the total volume of 
new securities compared with 30 per cent in 1947. Increased utility 
financing, continued low-cost debt money, and the deductibility of 
interest in computing new net income were listed as the chief causes 
of such a high proportion of bond financing. Nevertheless their 
preliminary investigations showed that a markedly smaller per- 
centage of business capital needs was financed by debt in the post- 
war period than was the case in the 1920’s. “Total new money 
raised in the stock market has been somewhat smaller than during 
the prosperity of the late twenties. But this has been so far offset 
by retained earnings that business debt-equity ratios are now gen- 
erally more favorable than in the two previous decades.”?® 


\83Securities and Exchange Commission, Report on the Incidence of Taxation on 
Corporate Capitalization (mimeographed) April 19, 1943. 

'4Jrwin Friend, op. cit., and Richard B. Goode, The Postwar Corporation Tax 
Structure, U. S. Treasury, Tax Research Division, 1946. 

15President’s Council of Economic Advisers, The Annual Economic Report, 
January 3, 1949. 
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Case studies in which an analysis can be made of the motives of 
management give a greater insight as to the effect of the interest 
deduction upon the problem of debt versus equity financing. The 
impact of the tax laws upon management’s financial decisions may 
be seen in several types of situations. Industrial corporations have 
been recapitalized through the exchange of senior stock (preferred) 
for fixed interest bearing debentures solely for the purpose of tak- 
ing advantage of the tax deductibility of the debenture interest. 


For example, the Northwest Publications, Inc., engaged in news- 
paper publication in Minnesota, solicited its first preferred stock to 
exchange their shares for new 514 per cent subordinated deben- 
tures at the rate of $100 principal amount of debentures for each 
share of stock.'® The total estimated cash cost to the company of 
effectuating the plan of exchange was $41,000. The carrying 
charges of the new securities were substantially the same as those 
retired. The prospectus estimated the savings to the company in 
taxes in excess of $22,000 annually. It may be seen, therefore, that 
the company was willing to pay some $41,000 in cash in order to 
switch its first preferred stock into debentures, even though no 
reduction in the aggregate cost of servicing its outstanding debt 
and preferred stock was involved." 


In 1942, the Jacksonville Gas Company was confronted with a 
maturity of funded debt which could not be met. The Section 11 
(e) voluntary reorganization plan under the Holding Company Act 
involved a reduction in principal amount of its outstanding long- 
term debt from $4,498,231 to $1,745,000.'* The junior income de- 
bentures were converted into common stock. Under the plan, inter- 
est charges were reduced from $106,195 unconditional, plus $69,800 
cumulative conditional, to $88,000 of unconditional charges. Prior 
to reorganization, the company claimed that it was not subject to 
income taxes. The pro forma provision for federal income taxes, 
computed on an assumed rate of 40 per cent, amounted to $28,000. 
This was a very unpromising situation as far as creditors were con- 
cerned, and the additional federal income taxes materially decreased 
the amount they were able to salvage on their investment. 

168.E.C. Docket File No. 2-5080, registration statement effective February 25, 


1943. 
17Similar exchanges were solicited by Ellicott Drug Company (S.E.C. Docket 
File No. 2-5026, registration statement effective October 24, 1942); Rand’s 
(S.E.C. Docket File No. 2-5004, registration statement effective June 18, 
1942); and the Fishers Brothers Company (S.E.C. Docket File No. 2-4932, 
registration statement effective, February 4, 1942.) 
18In the matter of Jacksonville Gas Co., 11 S.E.C. 449 (1942); Voluntary Re- 
organization plan enforced by court, 46 Fed. Supp. 852, (1942). 
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In 1942 the Empire Gas and Fuel Company recapitalized pur- 
suant to Sections 11, 12, and 13 of the Holding Company Act.” 
The company submitted a plan providing for the exchange of pub- 
licly held preferred stock for 314 per cent sinking fund debentures 
which would be senior to the intercompany indebtedness. The con- 
solidated capital structure of Empire prior to this issue consisted 
of capital stock and surplus of $135,107,788 and $159,866,385 of 
long-term debt. After this issue, capital stock and surplus was to 
be $74,929,622 and long-term debt $181,491,185, $102,307,000 there- 
of to be held by Cities Service. A substantial amount of property 
write-ups was eliminated. 


Cities Service Company contended that the conversion of its debt 
holdings into Empire common would result in higher income taxes. 
The S.E.C. permitted them to retain the debt, which was subor- 
dinated to the new publicly held debentures, since all of the secur- 
ities junior to the debentures held by the public were owned by 
Cities Service Company. 


The plan had the following effect on taxes, assuming 1942 rates: 
Saving under 1942 Act in normal and surtax— 





42 per cent of $753,718 of bond interest... ccc § 016,562 
Less the alternative saving in surtax— 
18 per cent of $914,056 of preferred dividemds. cece 164,530 
Wet Gavwimar ime imecume tame casas creer $152,082 
a EL eet tee ee ce $ 914,056 
Interest on new issue .................... isis aia ala agdcatsaslinbeassdesea a tataaelaia ts 753,718 
Net saving in distribution prior to common. ne ae TT $ 160,338 


Total estimated direct savings from the transaction... ecccccccccsemeneeen $ 312,370 


W. D. Gay, manager of the Utilities Department of Standard & 
Poor’s Corporation commented on the recapitalization as follows: 


“As a matter of fact, the proposed increase in Federal income 
taxes make a heavy fixed debt quite desirable—i.e., the smaller the 
net income remaining after payment of bond interest, the smaller 
the Federal income tax drain of cash from a company, As an 
example of the ‘trend of the times’ is the present reorganization 
plan of Empire Gas & Fuel Company, a sub-holding company in the 
Cities Service system. Under this plan, present preferred stocks 
and their substantial arrears would be converted into fixed debt, 
with the result that the total debt outstanding would be increased 


19Jn the matter of Empire Gas and Fuel Co., 11 S.E.C. 943 (1942), 953. The 
S.E.C. had instituted the proceedings to determine the origin and history of 
certain amounts of existing indebtedness of Empire and Empire’s subsidiaries 
held by Cities Service Company which were senior to publicly held preferred 
stock following the “Deep Rock” doctrine enunciated in Taylor v. Standard 
Gas & Electric Co. 306 U. S. 307 (1949). 
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from approximately 59 per cent of the total capitalization to over 
70 per cent of the latter... 


“. .. Such a capital structure, however, would violate all invest- 
ment standards for proper capitalizations as well as the ‘ideal 
ratios’ for utilities strongly sponsored by the S.E.C. In fact, 
heavier Federal taxes on income tend to penalize unduly the 
sounder utility companies which have followed S.E.C. policies in 
ert the proportion of total capitalization represented by fixed 

ebt.’”2° 


When Engineers Public Service Company reorganized its West- 
ern Public Service Company subsidiary it wanted as much debt as 
possible in the capital structure of the new corporation.”" D. C. 
Barnes, President of Engineers, testified: “The fundamental rea- 
son for the inclusion of debt in the capital structure (of Western) 
is because from the standpoint of saving in Federal income tax it 
is desirable to have as much of the income of the new corporation 
accrue to Engineers in the form of interest as can consistently be 
done.” 


In 1945 the Engineers Public Service Company negotiated an 
arm’s length divestment sale of Savannah Electric and Power Com- 
pany to the Donner Estates, Inc., a private charitable foundation.” 
Upon transfer to Donner, Savannah had a debt which aggregated 
89 per cent of net plant and 68 per cent of total capitalization. 
Despite the fact that these ratios were far in excess of their mini- 
mum standards, the S.E.C. permitted the sale because the securities 
were not going into the hands of the general public. The debt was 
held by certain insurance companies and banks. Donner insisted 
that unless a large amount of debt remained in the capital structure 
for the tax advantage, it was not willing to make the purchase. 


In 1943 the Illinois-lowa Power Company negotiated a divest- 
ment sale of its subsidiary, Des Moines Electric Light Company.”* 
At a staff conference, President Van Wyck stated that the sale of 
Des Moines for approximately $16,000,000 and the retirement of 
like amount of Illinois-lowa debt would decrease the net income of 
Illinois-Iowa by $400,000 per annum. He stated that this was true 
even though there was comparatively little difference between the 
20W. D. Gay “Public Utilities and Federal Income Taxes,” Public Utilities Fort- 

nightly (August 27, 1942), pp. 274-75. 
21Jn the Matter of Western Public Service Company, 10 S.E.C. 904 (1941), 

File No. 70-453. 
22In the Matter of Engineers Public Service Company, Holding Company Act 

Release No. 5738, April 20, 1945. 
2314 §.E.C.3, (1943), S.E.C. Docket Files No. 70-717 and 70-704. 
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dividends received from Des Moines and the interest saving which 
would result from the retirement of debt. The decreased income was 
largely due to the tax provisions which made the actual cost of 6 
per cent debt only six-tenths of 1 per cent. 


Evidence of the impact on management’s policy in choice of 
media for new financing is more difficult to obtain where the com- 
pany has alternatives. Nevertheless tax factors are at work. For 
example, in the case of Pennsylvania-Central Airlines, $10,000,000 
of 15-year 314 per cent convertible income debentures were sold in 
1945. This rare type of debt obligation, where interest is depend- 
ent on earnings, was used primarily to reap the advantage of tax 
deductibility. The security is in effect nothing more than preferred 
stock dressed up for the benefit of the Bureau of Internal Revenue. 
Although it has sold as high as 132, it is currently selling in the 
low 50’s. 


It has been suggested that under present conditions, far-sighted 
managements of expanding utilities might be well advised to finance 
at this time of unusual growth a large proportion of this expansion 
with debt. The consequent heavy sinking fund payments would 
provide a use for the depreciation funds during a subsequent period 
when the company is no longer in need of funds for expansion. 
This would eliminate any need for paying off stockholders or buy- 
ing in shares in the open market because of excessive working 
capital condition due to a lack of a use for the depreciation money. 
This would enable the corporation to still retain the benefits of a 
sizeable portion of low-cost debt money in the capital structure, the 
leverage of trading on the equity, and tax deductibility. 


Mr. George O. May concluded in his study, “Corporate Structures 
and Federal Income Taxation” : 


“When everything is taken into consideration, it may be said 
that with the taxation policy putting such a premium on debt 
financing, it is a tribute to the wisdom of the financial manage- 
ments of manufacturing and trading corporations in general that 
debt and interest deductions should be as small as they are today. 
The fact suggests that, by and large, these managements realize 
that the savings, including savings in taxation, which can be ef- 
fected in the cost of financing through the issue of bonds may be 
too dearly purchased at the price of risks which are entailed and 
which can be avoided by stock financing.”’** 


2+Harvard Business Review, Autumn, 1943. 
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CONCLUSIONS AND RECOMMENDATIONS 


There are tax forces working, both on the individual and on the 
corporate level, to increase debt ratios and restrict common-stock 
financing. But these tax factors alone do not yet appear to have 
sufficient impact on investor or management decisions to make 
them a cause of national concern. Other age-old factors like the 
presence of cheap debt money, a desire to trade on the equity, to 
obtain control with a small investment and to avoid sharing that 
control with others, and to pyramid profits are far more dominant 
factors in determining the character of current financing and the 
form of the capital structure of American corporations. 


Once it has been decided it is equitable and in the interest of the 
general economy, i.e., maintenance of national income and employ- 
ment, to stimulate equity investment, tax adjustments can easily 
be made depending where the shoe fits the tightest. If it is desired 
to influence management’s decision in favor of equity versus debt a 
dividends-paid credit could be granted the corporation. This would 
stimulate corporate distributions, subject reinvestment to the test 
of the market place and give stockholders a greater voice in deter- 
mining what was to be done with earnings. Such a dividends-paid 
credit would eliminate the tax bias now existing toward debt financ- 
ing. Such a credit is now given for preferred stock dividends of 
utilities with respect to surtaxes. 


If, on the other hand, it was felt desirable to make more attrac- 
tive investment in equities, a dividends-received credit could be 
granted investors. This, along with the elimination of the tax 
exemption refuge would be a powerful stimulant to equity invest- 
ment. Each of these approaches or a combination of them has 
much to recommend them. But these approaches are fragmentary 
and lose sight of either: (1) a loss of some tax revenue, or, (2) a 
heavier tax on other sectors of the economy with consequent unde- 
sired repercussions. For example, a strong case could be made out 
for favorable treatment of earned income, at least, in the lower 
brackets. 


Sound capital structures and the maintenance of prosperity is 
matter of importance to all. But it has not been demonstrated that 
capital structures have become alarmingly deteriorated or that 
equity capital cannot be found for the legitimate needs of business 
although the present trends are not favorable. President Truman 
pointed out in his Letter transmitting The Economic Report that 
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corporate profits after taxes amounted to a record 21 billion dollars 
and profit on sales after taxes was again about 5 per cent. “Such 
profits are in excess of the levels needed to furnish incentives and 
equity funds for industrial expansion and to promote sustained 
economic health, although some businesses have not thrived nearly 
so well as others.’”*> But his Council recognized the need for tax 
readjustment as follows: “It is undoubtedly true that certain 
features of our tax system bear particularly on equity financing. 
When a reduction in taxes becomes possible, the tax system should 
be revised to strike the best balance between the objectives of 
maintaining adequate consumer markets and of providing capital 
of the needed character in adequate amounts.” 





DISCUSSION 


M. D. KETCHUM*: Professor Howell has presented a well-organ- 
ized statement of what he believes to be the effects of the present 
system of federal income taxation on the forms of external financ- 
ing used by business. His argument follows orthodox lines and his 
conclusions represent the majority opinion as to the probable effects 
of the tax system. I shall confine my remarks to three points relat- 
ing to this problem which I think need greater emphasis than is 
given in his paper. 


1. It should be recognized that the problem treated in Part I of 
the paper (the effect of taxes on the activities of investors) de- 
serves greater emphasis than the content of Part II (the effect of 
taxes on the kinds of securities which a corporation chooses to 
issue). Given the former, the latter is determined. To the extent 
that taxes cause investors to purchase one form of security contract 
as against another, yield differentials are created which influence 
corporate financial managers in their decisions as to the types of 
security contracts to offer. These differentials in costs of funds 
are largely a function of investor preferences for certain types of 
securities—preferences established partially by the tax system. 


The increase in the differential brought about by the allowance of 
the deduction of bond interest expense in computing net income 
subject to tax has often been overemphasized as a factor determin- 
ing capitalization structures. The yield differentials in effect today 


25For a somewhat contrary point of view, see National City Bank, Monthly 
Letter (January, 1949), p. 7. 


*University of Chicago. 
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are such that corporations would find it advantageous to borrow 
even if there were not the additional saving in tax resulting from 
the deduction of bond interest. In other words, modification of the 
corporate tax system to provide for the taxation of corporate in- 
come before interest payments would not change the tendency to 
finance by means of debt securities as long as the relatively lower 
cost of corporate debt financing continues. My conclusion on this 
point results partially from recent correspondence with the treas- 
urers of twenty large corporations which have issued bonds during 
the summer and fall months. When queried as to the effect of the 
deductibility feature in the federal income tax, only one stated that 
this tax factor had played an important part in the decision to use 
debt securities. Other replies were to the effect that it was market 
conditions and prevailing differences in costs of funds aside from 
the deductibility of interest payments that prompted the decision. 
While admittedly it is generally difficult to weigh accurately the 
factors that have caused a certain decision to be made, the con- 
clusion seems inescapable that existing market yield differentials 
are sufficient to account for the high ratio of bonds to stocks in 
recent corporate financing. 


2. Professor Howell distinguishes between the effects of personal 
income taxes (1) on the ability of taxpayers to save, and (2) on 
the disposition of savings. Division of the problem into these two 
aspects facilitates analysis; many discussions of the effect of per- 
sonal income taxes do not make it clear whether the writer thinks 
that the effect of the tax is primarily (1) to reduce the savings of 
those in the upper-income strata, with no changes in the percentage 
allocations of these reduced savings as between bonds and stocks, or 
(2) to increase the propensity to allocate savings to the purchase 
of debt securities as compared with stocks, regardless of the effect 
upon total savings and investments. Personal taxes no doubt have 
both effects in some degree but the former effect is more easily 
ascertained than the latter. Data on the changed distribution of 
income by income groups, before and after taxes, bear witness to 
the impact of taxes and other factors in reducing income available 
for investment by those who have been considered most capable of 
bearing the risks inherent in the ownership of equities. We need 
more data on the investment habits of the wealthy before we can 
begin to assess the effects of taxation on changes in the percentages 
of bonds and stocks in the portfolios, of these income classes. Frag- 
mentary data existing on large trust funds and investment counsel 
firm accounts, for example, do not make it possible for us to con- 
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clude that the wealthy have shifted out of stocks and into tax- 
exempt bonds to the extent that would seem to be called for by a 
rational attempt to maximize income after taxes. Of the $18.5 bil- 
lion of tax-exempt municipals, only about one-third is owned by 
individuals. Suppose the tax-exemption feature of municipals were 
to be removed. It is by no means certain that any large portion of 
the funds now held by the wealthy in municipals would flow into 
common stocks. The funds might well be shifted into corporate 
bonds because of the lesser risk of capital loss. 


3. Professor Howell, explicitly in the case of some federal taxes 
and implicitly in the case of others, recommends changes in our tax 
system which will increase savings and investment in corporate 
securities, especially investment in corporate stocks. He thus em- 
phasizes the plaints of many students of the tax problem that we 
should have revisions in the tax system to encourage equity invest- 
ment. I agree with Professor Howell and with those who have 
expressed themselves in similar vein. But I am not confident that 
any important change in the tax system can be brought about and 
I am therefore not certain that we are doing the best we can by 
stating that we need reform in the tax system, and stopping there. 
The increase in the importance of the governmental sector of the 
economy, plus the progressive feature in the tax system, have 
effected a reduction in the inequality in the distribution of the 
national income as between various income classes. Whether this 
reduction in inequality has resulted from the need for large govern- 
mental revenues to finance wars and the assessment of these costs 
on the ability-to-pay principle, or whether it has resulted from a 
conseious attempt on the part of the government to use the tax 
system as an instrument of social policy in effectuating a reduction 
in inequality, makes little difference so far as results upon the 
investment system are concerned. The upper income classes no 
longer have such large percentages of total disposable incomes with 
which to purchase stocks. The lower-income classes have increased 
incomes, increased disposable incomes, and increased savings, but 
they are unacquainted with common stocks and with the manner 
of acquiring them. The last period of mass “education” with 
respect to common stocks was in the late ’twenties. Most of those 
who have experienced increased incomes in recent years did not go 
through that period of indoctrination in common stocks and, for 
those who did, memory of the losses of the ’thirties has caused them 
to shun investment in this security class. 
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If the effect of the tax system is to reduce the demand for com- 
mon stocks because those who formerly purchased them do not now 
have the savings to buy them and because those who now have the 
savings do not have adequate knowledge of such securities, and if 
there is but little chance of reversing the trend toward the equaliza- 
tion of incomes through changes in the tax system, then the only 
solution of the problem of inadequate equity investment is to bring 
about the investment in stocks of some of the savings now coming 
into the hands of the lower-income classes. Research in the effects 
of the tax system on investment should, of course, continue and the 
fiscal authorities should be made conscious of whatever detrimental 
effects on investment the tax system is found to possess. However, 
these efforts should be supplemented by a program endeavoring to 
secure the investment in equities of a larger percentage of savings, 
in spite of the changed income-class distribution of these savings 
and in spite of the fact that theoretically the new possessors of the 
savings are less able to bear the risks of stock ownership than the 
wealthy who no longer have the funds to invest. 


It is impossible to set forth here the framework of a comprehen- 
sive program for facilitating the flow into equities of a larger por- 
tion of savings of the lower-income groups. In planning such a 
program, however, attention should be given to the following pos- 
sibilities : 


a) relaxation of the legal restrictions against the purchase of 
equities by savings institutions 


b) change in the nature of the liability assumed by savings insti- 
tutions away from a liability in the form of a fixed number of dol- 
— and toward a liability consisting of a fluctuating number of 

ollars 


c) education of the investment officers of financial institutions 
in the advantages to be gained by the inclusion of moderate 
amounts of equities in institutional portfolios and education of 
these officers in the timing of stock purchases and sales and in 
security selection 


d) more active participation by financial firms, other than the 
savings-aggregative institutions, in the education of investors as to 
the advantages to be gained and problems to be surmounted in the 
direct investment of funds as compared with indirect investment 
through financial institutions. 


I would prefer that the leading role in the education envisaged 
in (d) be played by brokers and dealers in outstanding securities 
rather than by investment bankers underwriting new issues. New 
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issues of securities are marketed when the corporate issuers think 
that their sale at that time and in that form will be beneficial to 
existing common stockholders. If the corporate issuers are correct, 
the presumption is that from the standpoint of potential buyers 
their purchase at that time and in that form is unwise. 


o> =~ =—- 45 ee 


It may be too much to hope that a general educational program 
of this sort could avoid the errors committed in the ’twenties, but 
it is probably no more unrealistic to assume that there are pos- 
sibilities in such a program than it is to expect that our investment 
system will be materially improved in the near future through 
tax reform. 
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THE TEACHING OF MONEY AND BANKING* 


FRITZ MACHLUP:} For any subject, the question what to teach 
must take precedence over the question how to teach it. But before 
answering either of these, we must settle the preliminary question 
why to teach the subject at all. Thus, the method of teaching de- 
pends on the selection of the material and this, in turn, depends on 
the objective of the course. 


It certainly cannot be the objective of a course in Money and 
Banking on the undergraduate level to increase the skills of pros- 
pective bank employees. Neither the future teller behind the win- 
dow nor the future clerk in the accounting division, nor the future 
bank president will become professionally more capable if he knows 
that “MV=PT” or what the reserve requirements of central re- 
serve city banks were in 1948. They all may find a course in Money 
and Banking intellectually rewarding, but not necessarily more so 
than the future lawyer, physicist, or physician. To be sure, we 
may expect a businessman to be more interested in money matters 
than a research chemist or a philologist might be, but as intelligent 
citizens their desire to understand what goes on around them 
should not be too different. I see little vocationally worthwhile 
material in a course in Money and Banking, while there is plenty 
that may be of cultural value in a good course in the subject. Even 
when taught in business schools it should be in the nature of a 
liberal arts course, good for the student majoring in English or 
Psychology no less than for the student majoring in business. The 
only difference between a Money and Banking course chiefly for 
business students and one chiefly for liberal arts students might 
be that the teacher of the former must watch out for two diffi- 
culties: (1) Students in required courses are often less interested in 
the subject, and Money and Banking usually is required in a busi- 
ness curriculum. (2) The business student may have picked up in 
other required subjects several equivocal terms and deceptively 
similar concepts that may handicap him in comprehending certain 
principles of Money and Banking. 


To say that Money and Banking is a non-vocational course is not 
yet to say why it should be taught. The reason for teaching it is 
the same as that for teaching economics; indeed, Money and Bank- 
ing is simply a course on one of the most important phases of eco- 
*The paiioning five papers were presented in a round table discussion, at a 

e 


meeting of the American Finance Association held in Cleveland on Decem- 
ber 29, 1948. 


7Johns Hopkins University. 
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nomics. Since even the first elements in economics cannot be prop- 
erly taught in two semesters, a separate course in Money and Bank- 
ing is a method of prolonging the instruction in economics under 
another title. The objective of teaching economics, under any title, 
is clearly to help the students understand some of the important 
processes that are going on in the society in which they live. 


This liberal, non-vocational objective of the course suggests a 
number of rules for the selection of the material for the course. 
Rule No. 1: Give a minimum of explicit information and a mazi- 
mum of mental exercise with a maximum of social significance. 
This rule has certain implications. In order to be socially signifi- 
cant, mental exercise must not be performed in a factual vacuum 
but must deal with some approximations to reality; hence, the 
informational, factual material enters into the course as working 
material for the mental exercise. In other words, the information 
should not be thrown at the student, but instead problems and 
exercises should be assigned and so chosen that the student needs 
the information and goes out to get it. Information about so-called 
“facts” becomes meaningful to the student when he needs it for 
solving a problem before him. 


‘his gives the teacher of Money and Banking a first rule of 
thumb for determining the value of his teaching material: “Omit 
from your course anything that you cannot formulate in the form 
of a problem.” But it still leaves too many things in the hopper. 


Rule No. 2 will permit a narrower selection. Since Money and 
Banking is taught in order to help understand economic processes, 
the rule is: Give a minimum of material that is not essential for 
the construction of models designed to explain the most important 
economic processes that an intelligent citizen ought to understand. 
Now, what is an economic process? I will not go into any subtle 
questions of definition. We may be satisfied with this: any factors 
necessary in the explanation of changes in general price-levels and 
price relationships, income-levels and income distribution, consump- 
tion, investment, production, and employment may be regarded as 
economically relevant. 


Thus, the teacher of Money and Banking has a second rule of 
thumb for the selection of his teaching material: “Omit from your 
course anything that you do not consider an essential element in 
the explanation of changes in prices, incomes, production, or em- 
ployment.” If you apply this test to most of the conventional text- 








r+ QO pmo Ores oy 


-_-- © > 


— cr 


es m= 65 Pt at 


a a a ee ee ee ee 


_ —— —— | | ~ ~~. 











THE TEACHING OF MONEY AND BANKING 229 


books in Money and Banking, I am afraid that between 50 and 70 
per cent of their contents will be disqualified as appropriate mate- 
rial for your course. But we need not be quite so rigorous in our 
standards for books as in our standards for class work, because we 
can easily skip passages, pages, or even whole chapters in a book 
filled with irrelevant facts, but we cannot escape the waste of time 
caused by a lecturer who insists on presenting his irrelevancies to 
the helpless student. 


The most fundamental topic in Money and Banking is the explan- 
ation of changes in the quantity and use of money. In many years 
of teaching I have found it impossible to impart a full understand- 
ing of the mechanics of the creation and cancellation of money— 
chiefly check book money—if I spent on it less than four weeks, or 
twelve class hours, in patient drill, going through countless prob- 
lems and exercises. On the other hand, I did not waste any time 
with the stuff that is usually in the beginning chapters of the text- 
books. In the first class meeting check book money is introduced; 
and in the second meeting we start creating and cancelling it like 
nobody’s business. And this brings me to the question of the method 
of teaching Money and Banking. 


I have found “balance sheet changes” the most important single 
teaching device in Money and Banking. Liberal arts students have 
no difficulty grasping the use of this device, while students who 
have had some accounting may have a little trouble because they 
are apt to confuse the small accounts showing the successive bal- 
ance sheet changes with the T-accounts of a ledger. I found it pre- 
ferable to have changes in deposit liabilities always on the liability 
side, and changes in assets always on the asset side, and to use 
plus and minus signs to indicate the direction of change in any of 
the items. (In other words when deposit liabilities are reduced, I 
do not debit the deposit account but I signify the change by a minus 
sign on the credit side.) 


All this drill is in the form of problems. In the first week of the 
course I have the government engage in deficit spending and soon 
afterward the students must calculate the effects upon member bank 
deposits, member bank reserves, and excess reserves of operations 
which include bond purchases by the Federal Reserve Banks, com- 
mercial banks, as well as individuals and corporations, expenditures 
by the government, changes in loans outstanding, changes in outside 
currency in circulation, gold movements, and so forth. 








230 THE JOURNAL OF FINANCE 


I consider it a very ineffective practice to present the usual 
accounts of the “Powers of the Federal Reserve Banks” and all the 
rest. Let the student do all these things in a series of problems and 
exercises, and he will not only know what the Federal Reserve can 
do, but he will really understand the mechanics of the operations 
and their effects. After a few weeks of drill, turn to the Federal 
Reserve Bulletin and let the students interpret changes in the 
statistics over the preceding year or several preceding years. 


I worked hard to develop a technique of teaching the complex 
problems in connection with changes in the velocity of circulation. 
The two major devices I use are (1) actual cash accounts which 
the members of the class are asked to keep for two or more weeks 
and then to submit for statistical analysis, individual as well as 
aggregative; and (2) hypothetical market transactions involving 
changes in payment dates, dishoarding and related adjustments, 
presented to the class in dramatic form by a small group of students 
cast in the roles of the dishoarders, recipients, re-spenders, etc. 
I found that even for myself several hazy notions of velocity theory 
gained considerably in clarity when I tried to have the actions and 
reactions of cash holders “produced” in a show with detailed stage 
directions. 


In such a fashion Money and Banking can become a subject very 
much “alive” for the students and the teacher. To be sure, deprived 
of the “stuffing” consisting of the conventional mass of factual 
information, the course becomes difficult to teach and, for students 
with low I.Q.’s, the course becomes difficult to pass. 





E. A. GOLDENWEISER* stated that while he had had little experi- 
ence as a teacher of Money and Banking he had been, in his capac- 
ity as Director of the Division of Research and Statistics of the 
Board of Governors of the Federal Reserve System, a fairly large 
“consumer” of the product of such courses and would speak from 
that viewpoint. He said that, while the student of money and 
banking must have a good understanding of monetary theory, it is 
important for him to have some familiarity with the institutional 
and personal elements that enter into the actual workings of the 
monetary mechanism. He should understand the relationships be- 
tween financial institutions of different types, and between them 
and the various government agencies, state and federal, under 


*The Institute for Advanced Study, Princeton, N. J. Dr. Goldenweiser’s com- 
ments were summarized by Dr. R. J. Saulnier. 
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whose supervision they operate. Furthermore, he pointed out that 
competent interpretation of monetary developments required realiz- 
ation of the relationships which exist between the different govern- 
ment agencies that have banking supervisory authority, and partic- 
ularly between fiscal and monetary authorities. He said that poli- 
cies which affect the volume of money are formulated in an atmos- 
phere of pressures and conflicting objectives between different types 
of institutions, different supervisory agencies and different arms of 
the government. It may be difficult to obtain in the classroom an 
understanding of these conflicting forces, but a concrete realization 
of the fact that the application of monetary theory to economic 
affairs functions through a complex of human, political, and institu- 
tional relationships would help students to prepare themselves for 
work as commentators, interpreters or operators in the monetary 
field. 





HOWARD R. BOWEN:* Money and Banking is traditionally one 
of the required courses of most curricula in economics and in 
business. As the course has been conceived and organized in most 
institutions, it is not intended for the purpose of teaching people 
how to run a bank or a monetary system; nor is it intended to 
teach people how to use a bank or how to manage their financial 
affairs. Rather, it is designed as a cultural course. Its objective is 
to give young men and women an understanding of money as an 
important feature of their world. Presumably, with the course in 
Money and Banking, they will have progressed a certain small dis- 
tance toward becoming good citizens who can read their news- 
papers intelligently and who can exercise discretion at the polls 
when financial issues are at stake. Incidentally, for students who 
wish to pursue further work in finance or in economics, the course 
in Money and Banking presumably constitutes a necessary step 
along the way. 


With these objectives, I have no quarrel. I think that the course 
should be regarded as a liberal study and should not be restricted 
by narrow vocational objectives. I do have some doubt, however, 
as to the extent to which the course as commonly organized meets 
these objectives. 


Like many traditional and required courses, the subject matter 
and the method of instruction have become relatively stereotyped. 


*University of Illinois. 
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Generally, the course is organized around a very large book, about 
half of which is devoted to subject matter suggested by such words 
as bimetallism, gold standard, Gresham’s law, fractional money, 
convertibility, gold clauses, First and Second United States Banks, 
structural details of the Federal Reserve system, sight drafts, and 
the National Bank Act. In other words, a large share of the subject 
matter is historical and factual. The mastery of this material is an 
exercise in memory, an exercise which is particularly onerous and 
tedious because there is no obvious connection between this maze of” 
facts and the understanding of money. In fact, a possible case 
could be made for the very opposite—that this torrent of facts is 
an obstacle to the understanding of money. 


I am not against facts, but I am for the understanding of money. 
I think that every fact that is introduced into the Money and Bank- 
ing course must contribute in some way to the understanding of 
money. If this is to happen, the student must first acquire a theo- 
retical structure, some organizing principles, on which to hang the 
facts. Otherwise the facts have no meaning and are soon forgotten, 
and, more important, new facts in the field have no meaning. 


The trouble with Money and Banking—and I think it a serious 
trouble—is that theory is subordinated to facts instead of the other 
way around as it should be. The important thing to know is not the 
history and detailed structure of our monetary institutions. Rather 
it is to know about the functioning and influence of money (and 
of variations in monetary practice) within an exchange economy. 
With this as the theme, then certain facts about the nature of mone- 
tary standards and of banks becomes relevant and important. And 
the student has equipment to analyze not only the influence of vari- 
ous facts of the past but also of possible new facts of the future. 

Having sketched this background criticism of most existing 
courses in Money and Banking, I shall now indicate how I think 
the subject should be approached. 


First, I think that Money and Banking should be regarded as a 
topic in aggregative economics. The course should open with a 
discussion of how the quantity and quality of money, or changes in 
the quantity and quality of money, influence the allocation of re- 
sources, the level of activity, and the distribution of income. This 
can be developed easily and understandably by starting with simpli- 
fied models and proceeding to more complicated models. Then, the 
institutions determining the quantity and quality of money should 
be studied. Again the use of simplified models would be helpful in 
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conveying the basic principles of monetary standards and of bank- 
ing—stripped of unnecessary detail, confusing exceptions, irrele- 
vant institutional details. In this study, history should be used to 
provide cases and not as a chronological sequence of how the mone- 
tary institutions of the United States happened to evolve into their 
present form. Such case material would provide the basis for dis- 
cussion of many illuminating problems. 


Finally, the connection of monetary institutions and the capital 
market should be explored. This is at present the weakest part of 
the conventional offering in money and banking. Here we touch 
upon the problem of the structure of interest rates and of how the 
monetary institutions relate to, and are 2 part of, the capital 
market. The difficulty with handling this material in a Money and 
Banking course, is that it cannot be understood without a knowl- 
edge of the total capital market. Most Money and Banking courses 
are too involved in history and detail to allow time for a study of 
the capital market, and so the role of monetary institutions in the 
capital market is glossed over without adequate treatment. I think 
that this should be remedied. The objection may be raised that time 
would not permit a sufficient study of the capital market. Perhaps 
this is so. Yet, I feel that the functioning of the capital market is 
essentially a simple thing to understand and that it can easily be 
explained, sufficiently for the purpose I have in mind, within the 
time that has been traditionally allotted to bimetallism, the gold 
exchange standard, etc. 


I suspect that my prescription for the Money and Banking course 
is not as radical as it may sound. Some of the Money and Banking 
courses in this country are already moving along the lines I am 
suggesting. Moreover, my course would have in it much of the 
material now presented in the conventional courses. The difference 
would be in the organization and use of factual detail. In my 
course, the facts would be presented not for their own sake but for 
the light they would throw on the principles. In my judgment, the 
presentation of facts without theory is neither good science nor 
good pedagogy. The problem is not to have students remember old 
facts but to enable them to cope with new facts. 


I might add that if I had been asked to participate in a round- 
table to discuss almost any other course in economics and business 
—for example, corporation finance, labor economics, marketing, or 
others—I should have made almost the same comments. 
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WILLIAM E. DUNKMAN:* I shall not dwell upon the pleasures of 
teaching Money and Banking or their place in an economics or busi- 
ness administration program. Needless to say they are most chal- 
lenging subjects to teach and belong in every student’s program. 
Like all economic disciplines, the subject matter is undergoing 
structural and theoretical changes. To some extent these may be 
only the necessary shifts of emphasis to highlight the current 
scene. In any case, there is need to re-examine the content of 
Money and Banking courses and the order of its presentation. 
These shall be my purposes in this paper. 


The nature of a course in Money and Banking depends to a 
large extent upon the position of the course in the curriculum. In 
general, there are three types of courses: (1) a one-semester 
terminal course, (2) a one-semester course followed by one or more 
advanced courses, (3) a six-hour course as a complete unit. 


A one-semester terminal course is often devoted chiefly to the 
economics of money and banking. Emphasis is placed upon the 
functions of the Federal Reserve system and monetary theory. The 
purpose of such a course is to give students some understanding of 
the influence of monetary and banking policy on the price-level. I 
do not give such a course and I should not like to. The reason is a 
lack of time to introduce the fundamentals of credit and the exten- 
sive financial and debt structure. In other words the student is 
likely to end such a course with a narrow view of finance and an 
overemphasis upon the quantity theory of money. 


In the second and third types of courses, approximately the 
same material may be presented. The difference between them 
is primarily one of arrangement of material. My own work in- 
volves a one-semester course which is terminal for many students, 
followed by a second three-hour course. This arrangement requires 
a choice of subject matter for the first semester which can serve 
the needs of the student who takes no further work and also lay a 
foundation for the second semester or for graduate work. 


Broadly speaking, I think of the subject matter under two gen- 
eral heads: (1) credit as such, involving lending operations in 
various markets, terms of debt contracts, supply and demand 
factors by markets, economic effects of loan expansion and contrac- 
tion, problems of bad debts; (2) the monetary aspects of banking 
centering chiefly around the causes and effects of changes in the 


*The University of Rochester. 
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quantity of commercial bank deposits, Federal Reserve policy, 
monetary and fiscal policy. As between these two broad fields, it is 
my choice to emphasize the first group at the beginning of the 
study of money and banking. This is based upon a conviction that 
the relation of banking and money to business cycles and price- 
levels cannot be understood without an understanding of the first 
group of topics. The student who goes no farther than the first 
semester will have a better understanding of the relation of borrow- 
ing to booms in real estate, agriculture, the stock market or con- 
sumer durable goods than if his studies emphasize only the general 
relations of bank deposits in the aggregate to prices in the aggre- 
gate. The student who takes the second three-hour course has a 
firm groundwork for a study of monetary and central banking 
theories and policies. Likewise, the student who takes graduate 
work will almost never get this foundation except as an under- 
graduate. All of what has been said above is predicated upon the 
fact that there is enough time in one semester to present the struc- 
ture of the Federal Reserve system and to illustrate the operation 
of the commercial and central banking system by a study of war 
and postwar changes in reserves, deposits, circulating money, 
prices, and interest rates. 


Specifically, the material is arranged as follows. The course 
opens with a study of consumer and urban mortgage loans. These 
are subjects which are within the comprehensions and perhaps 
experience of the student. They introduce him to the basic factors 
of credit, the nature of markets, statistics, etc. These topics are 
followed by a review of agricultural loans, investment, savings, and 
fiduciary banking. This section of the course consumes about one 
month by which time the student should have some grasp of the 
extent and importance of borrowing and lending, the use of col- 
lateral, interest rates, operating costs, and the business and eco- 
nomic effects of debt. He has also become acquainted with the pur- 
poses of financial institutions and their investment problems and 
policies. 


The second phase of the course deals with commercial banks. 
The student is now familiar with nearly all of the types of assets 
which will be found in a commercial bank with the exception of 
business loans and loans on securities. Commercial banks are first 
studied as individual enterprises. It seems to me that the work up 
to this point is useful and necessary for the understanding of 
monetary and credit policies. It is also useful to the student of 
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business administration or anyone who may eventually go into busi- 
ness aS so many college graduates do, whether they specialize in 
business education or not. 


The introduction to the monetary aspects of banking is made 
through a discussion of check clearing and collection. It is possible 
to show that the payment of a check while reducing the reserves 
of one bank also increases the reserve of some other bank so that 
the banking system as a whole does not lose reserves. This leads, 
then, to a presentation of the relationship of deposits to reserves 
and the problems of deposit expansion and contraction in the bank- 
ing system as a whole. At this point, other forms of money are 
studied including a brief historical survey of coinage in the United 
States with the primary purpose of showing the place of silver in 
the American monetary system. This is followed by a brief review 
of American banking through the national banking system with 
primary emphasis on bank notes. 


The course concludes with a study of the structure of the Fed- 
eral Reserve system and its influence upon bank reserves. The 
principal focal points in this semester are the study of debt con- 
tracts, an analysis of the individual commercial bank statement, 
the analysis of combined commercial bank statements, and the 
analysis of factors affecting bank reserves. The course concludes 
with a study of the current problems of federal reserve policy what- 
ever they may be. All students are required to obtain one issue of 
the Federal Reserve Bulletin and one issue of the Federal Reserve 
Chart Book. These are referred to continuously in order to acquaint 
the student with statistical materials. 


The second semester course deals primarily with the economics 
of money and banking which enables the undergraduate students 
to go more deeply into the subject, and introduces the student who 
continues with graduate work to the major subjects which he will 
pursue in still further detail. A course of this sort presents a text- 
book problem which is not true of the first-semester course. The 
second semester can be given only with heavy reliance upon library 
reading. The major topics are: (1) a historical review of federal 
reserve policies with emphasis upon the money market, interest 
rates, and price-levels, (2) the theory of the value of money, (3) 
secular price trends in the United States, (4) monetary policy, (5) 
the international aspects of banking and money with special 
emphasis upon the present situation. 











re ar rmrner 





THE TEACHING OF MONEY AND BANKING sor 


Were the courses to be given as a consecutive two-semester re- 
quirement, the material would be somewhat differently arranged. 
This would make it possible to go more deeply into some of the 
topics at the time they are first introduced rather than to try to 
complete a survey in the first semester. The subject matter which 
is most seriously affected is the historical. 


In whatever manner Money and Banking is taught, the chief 
point which I wish to emphasize is that without sufficient study of 
the debt structure and sufficient time for the careful analysis of 
the history of the Federal Reserve system, the student is not likely 
to comprehend the problems of monetary and banking policy. 





ROLAND I. ROBINSON :* Cynicism is one of the occupational haz- 
ards of the teaching profession; it is to be avoided as much as 
possible. Yet, the question of how to teach almost automatically 
has overtones of cynicism. The methodology of pedagogy too often 
carries with it the idea of subject dilution, of trick formulations of 
ideas to make them “teachable.” In my opinion most of the so- 
called devices for “making the subject clear” turn out to have about 
the same intellectual content as the ideas salesmen use for remem- 
bering names; they flatter the unwary but disgust the discerning. 
The subject of Money and Banking is not an easy one and, in my 
brief experience, there is only one real way of teaching: that is of 
carrying so much zeal into the classroom that students are caught 
in the contagion and persuaded to work and think just a little 
harder than required by the incentives of grades and honors. This 
is possible only if the teacher is imbued with the old-fashioned 


virtue of a sincere feeling of importance of the subject. 


This should not be hard: the teaching of Money and Banking at 
the college undergraduate level is important. Anyone who has ever 
listened to Congressional hearings and debates cannot help being 
struck by the fact that public policy formation in monetary and 
fiscal affairs is conducted at a level that averages intellectually not 
far from the junior grade of C-plus to B-minus. One can recognize 
the textbooks of a generation gone by reappearing—garbled, it is 
true—but still influencing the policy acts of today. An honest 
teacher of good conscience can use this as a clue in pitching the 
level of attack: the subject needs to be addressed to the median 
performance of college students as we find them or just a bit above 


*Northwestern University. 
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it. To go higher is to exclude too many students; to aim at a lower 
level would be to debase the subject. 


My starting assumption is that the Money and Banking courses 
to which we are addressing our attention are taught between a 
Sophomore and Junior level. But considerable variations from this 
standard must be recognized. The planning of curricula has led to 
a great diversity of courses that bear the title Money and Banking. 
If anything, the diversity of level and character is greater than that 
of the field of basic or beginning economics. 


A hasty survey of the catalogues of a number of leading colleges 
and universities reveals the following facts: the course is seldom 
offered below the Sophomore level and it usually has some pre- 
requisite in the form of a beginning economics or social science 
survey course. But the disparity of level of the beginning eco- 
nomics course leads to the fact that the Money and Banking course 
may easily be accessible to students as early as the beginning of the 
Sophomore year; in other cases it may not be accessible until late in 
the Junior year. The catalogues of several universities show, sur- 
prisingly enough, that the course occasionally yields graduate credit. 


With this as a starting assumption, what should be the bound- 
aries of the subject? One of the first questions that comes to the 
mind of any conscientious teacher is the nature of the student 
group he is facing. What are their main interests? Where will 
this course fit in their pattern of educational development? I do 
not have the enrolment facts to prove some of the contentions that 
I am about to make but limited observation leads me to feel that 
they are likely true. In the first place it is my impression that a 
great majority of those who take a Money and Banking course take 
no further course in the area of monetary economics. The degree 
of funneling or constriction at this point is very great. The teacher 
of a beginning course in English composition may have a reason- 
able hope that a decent proportion of his students will pass on into 
related courses. The teacher of beginning economics can hope that 
a sizable minority of his students will take further work in the 
discipline of economics. But at the level of the Money and Bank- 
ing course the number of students who follow it with further work 
in monetary economics is small. I hesitate to suggest a specific 
figure for this degree of funneling but I suspect it may be that at 
least ine out of ten students take no further work. 


What are the conclusions that follow from this fact? One of the 
most important is that the course must be planned as an entity in 
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itself. I cannot altogether blame the teachers who lavish their affec- 
tion and greatest efforts on the seminars and advanced courses they 
teach. It is understandable if they teach the background courses 
as if they were training or proving grounds for these seminars. 
But I feel the result of this action to be unfair to a great majority 
of the students. The Money and Banking course must be viewed 
not as a tool or preparatory course but rather as a climax or cul- 
minatory one. 


There is still another important conclusion to be drawn from the 
fact that few students take courses in monetary economics beyond 
the Money and Banking level. The application of economic analysis 
to issues of public policy is one of the most troublesome of problems 
that is faced by the teacher in this area. I cannot help but have 
sympathy for the teacher who shies away from developing clearly 
a policy aspect to the Money and Banking course. The traditional 
excuse for this coy attitude can be appreciated even if not accepted: 
the teacher must not use his position as a platform for the indoc- 
trination of students with his private views. 


But I cannot share the view that policy questions should be given 
no more than a light once-over. The major issues of public policy 
in all economic problems and for those of finance and banking are, 
as said above, settled by legislators and administrators with no 
greater cultural background and no greater technical competence 
than the Sophomore or Junior who sits in the Money and Banking 
class. The areas of the economic community affected by acts of 
public policy (such as the commercial and investment banking com- 
munities) probably do not have any greater cultural or technical 
level of competence than our classes. If the world of policy affairs 
is conducted at this level, why should policy be excluded from the 
classroom? 


The blame for a part of this lies in the textbooks. In an under- 
standable anxiety to sell on both sides of the fence there are far too 
many texts that treat controversial problems of public policy with 
such light and deft touches that the none-too-subtle student might 
not be made aware of the issues being controverted. In other cases, 
the problem is handled by a pro and con presentation with the 
honors divided as evenly as possible. The second is better than the 
first but still not enough. It would be still better (so it seems to 
me) for the textbook author to admit his personal allegiance to one 
side of an issue; to try to give the other side but—and this takes 
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unusual honesty—invite those teaching the course to try and offset 
his prejudices by some balance on the other side of the argument. 


Still another problem faced by the teacher of Money and Banking 
is the integration of his subject with the general plan and philo- 
sophy of the prerequisite course, usually some course in general 
economics. The differences in treatment, in terminology, in views 
that are both understood and allowed for in relations among those 
within the profession can be very confusing to students. In recent 
years there has been an inclusion of general employment and in- 
come analysis in the beginning economics course to an increasing 
extent. The newer banking texts also include a section which often 
bears some such label of “the income approach to the value of 
money.” There is certainly no damage and probably some merit in 
carrying students through these very similar areas twice but it is 
of the greatest importance that the treatment given in the two cases 
be reconcilable if not precisely similar. 


It has taken enough time for the logic of these ideas to permeate 
the ranks of journeymen economists so that a sympathetic under- 
standing of student problems in this area is certainly to be expected. 


In order to offer such a consistent treatment, it is suggested that 
more is needed than simply consultation of those handling the two 
fields. As a minimum, the students should be given a single usage 


of terms. By and large even more concrete steps of integration 
might help. 


All of this does not, of course, solve the problem of the transfer 
student. The unhappy souls that wander from school to school 
cannot help but meet up with confusion and variety. It is certainly 
to be expected that this can be solved only by some special effort 
of the teacher—a sorry prescription in these days of large classes 
and already overburdened pedagogical duties. 


One of the most puzzling problems faced by the teacher of Money 
and Banking is to find a suitable boundary that divides his subject 
from that of the modern treatment of public finance or fiscal policy. 
Indeed many are disposed to argue that no such boundary exists. 
But the problem cannot be brushed off this easily. Right or wrong 
the separation persists in curricula (and in my opinion the con- 
tinued separation is right). The subjects are not only separate, in 
the larger schools at least, they are taught by different persons, 
often persons with rather sharply conflicting views. 
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To insist that public finance should confine itself to the mechanics 
of state and local governmental finance together with an abbrevi- 
ated excursion into the realm of federal budgetary and revenue 
operations with some consideration of the incidence of taxation 
would leave the rich part of the field for Money and Banking. The 
remainders left to public finance might be—like skim milk—rich 
in valuable minerals and vitamins, but a little thin to the palate. I 


suspect this solution would not be accepted by our colleagues in 
that discipline. 


Perhaps the one rule that is worth much in such circumstances 
is for each group to invade each other’s domain to whatever extent 
seems to them necessary but to avoid confusing the student by 
practices or formulations that develop the same point by quite dif- 
ferent means, and so avoid taking positions of conflict without 
labeling them as such. It is true of students as with many worthy 
citizens: their capacity for correct intuitive judgment is much 
greater than their talent for precise logical argument and analysis. 
Students can learn from debates between faculty members without 
loss of respect for either participant. Differences of opinion are 
healthy if not obscured by terminological frictions. 


For more than a generation now, the treatment of our money and 
banking courses has been becoming more and more “institutional.” 
But the label “institutional” has lost much of its earlier meaning. 
Many of the so-called institutional sections of money and banking 
textbooks have become vast and often arid descriptions of existing 
institutions. Perhaps the word “existing” is far too hopeful: prob- 
ably it would be nearer the truth to say: “descriptions of institu- 
tions existing in the fairly recent past.” 


Factual description is not to be disparaged. Imagery is one of 
the oldest and best tools of education. But the meaning of “institu- 
tions” or the “institutional” approach is a functional one: it is an 
effort to make clear the fact that human habits become embodied 
in arrangements that are basically “institutional”. And institutions 
themselves have a kind of gravitational moment that keeps change 
from being too fast or too radical. The influence of institutions in 
this sense is of the greatest importance but it is, I fear, badly 
neglected. 


This neglect is not just at the textbook level. In monetary theory, 
for example, there have been the most extensive development of 
deductive formulations based on various types of liquidity assump- 
tions. But where in the literature has there been an adequate study 
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of liquidity habits of business as induced by our institutions of 
credit analysis? 


We have already argued that the Money and Banking course 
must be aimed primarily at the student who goes no farther. In 
that vein, it can be contended that the Money and Banking course 
needs to spend a great deal of time on the problems of reform (and 
also the resistances to reform) since reform is, almost without 
exception, in the area of institutional changes. 


There is one fact about Money and Banking that should be borne 
in mind in its teaching: much of the continued popular interest is 
due to the malfunctioning of monetary systems. It is for many 
the pathology rather than the physiology or morphology that pose 
the interesting problems. As teachers we might be mistaken if we 
should permit premature consideration of the pathological issues 
without an adequate understanding among students of the working 
facts. But at the same time it would be an error to be blind to 
the central issue of popular interest. 


And in a very real way the popular view is right. If our mone- 
tary institutions were perfected to the point that there should be 
a general belief that they were operating pretty well, we would be 
out of a job, at least as teachers of Money and Banking. That is 
something we can hope for sincerely without much fearing that it 
will come to pass. 














CONFERENCE ON THE TEACHING OF 
BUSINESS FINANCE* 


R. MILLER UPTON* 
Northwestern University 

While no formal papers were presented, the discussion was 
opened by a description of “The Working Capital Approach” to 
the subject. This approach places primary emphasis on the work- 
ing capital problems of a business concern (such as the estimation, 
control, and financing of cash requirements and the resulting rela- 
tionships with banks). The usual coverage of capital structure and 
other related factors follow after the consideration of these topics. 
In support of this order of treatment it was argued that the great- 
est proportion of the time of a financial manager is taken up by 
day-to-day requirements centering around the provision of adequate 
liquid resources. The working capital approach also gives first 
emphasis to the more common financial problems of a business and 
leads into the subject in a manner which the beginning student 
finds it fairly easy to understand. 

While there seemed to be general agreement that the problems 
of working capital management deserve greater emphasis the dis- 
cussion showed considerable disagreement over the timing of the 
subject in the overall course program. Some of the teachers felt 
that it ought to be placed toward the end of the course rather than 
the beginning. 

An interesting interchange of opinion was developed about the 
essential point of view of a course in business finance when the 
course is designed to be taken not only by students concentrating 
in this area, but also by others. Some believed that the traditional 
“Corporation Finance” approach would be more suitable because 
of its more generalized institutional content. Others maintained 
that students who were not concentrating in business administra- 
tion would, nevertheless, get more useful instruction if they studied 
the problems of finance from the standpoint of actual internal busi- 
ness operation and the specific responsibilities of financial man- 
agement instead of taking a more generalized “outsider’s” point 
of view. It was argued that the consideration of internal problems 
would lend coherence to the study of general policy questions by 
beginning at the viewpoint of those most directly concerned. There 
was considerable discussion on this issue but no agreement resulted. 


*A meeting to discuss methods of teaching Business Finance was held Decem- 

ber 28, 1948, during the American Finance Association convention at Cleve- 
land. Certain teachers of this subject had decided to discuss the matter while 
at Cleveland and the program committee of the American Finance Associa- 
tion made space available in the member bank room of the Federal Reserve 
Bank of Cleveland. Twenty-seven men, representing twenty schools, were 
present. This statement summarizes the discussion at the Conference. 








UNIVERSITY COURSES IN FINANCE 


FRANCIS J. CALKINS 
Marquette University 


A survey made in 1947 of the opinions of leading business execu- 
tives appeared to show that little emphasis is placed upon course 
training in business subjects as a requisite for executive positions 
in American enterprise. Emphasis in the selection of trainees for 
top-level executive posts was found to be placed upon breadth of 
knowledge rather than upon specialization.1 A recent newspaper 
report appeared telling of industry’s need for specialists with 
definite skills. One business executive was said to have placed the 
blame for shortage of trained personnel on the colleges, claiming 
that he could get a dozen men a day with college degrees and little 
more. “What do I get? Men just out of college with a broad cul- 
tural background. Maybe the banks and insurance companies can 
use him. I can’t. A third and more moderate view was expressed 
in the June issue of Fortune, detailing the training of specialist 
managers without broad backgrounds, but also industry’s ability 
to train the latter in techniques, if the trainee possessed sufficient 
intellectual training. 


The anomoly of a demand for business and industrial specialists 
and also for “broad-gauge” executive talent poses at least a small 
dilemma for the college and university schools of business which 
profess to give their students “a well-balanced introduction to pro- 
fessional careers in business through study of business subjects and 
the solution of illustrative problems.’”* While practical experience 
is cited as a necessity for business success by practically all cata- 
logues of schools of business, it would appear that business in gen- 
eral is tending to look for more specialists and for fewer general 
executives, at least proportionate to the number of students being 
graduated from colleges and universities. 


This situation appears to call forth four tentative conclusions 
regarding the importance of the study of finance work in the finan- 
cial fields of business and industry: (1) the financial fields require 
little or no specialization in training and can thus take lower-grade 
students at lower-pay schedules; (2) the financial fields draw spe- 


“Opinions of Business Executives Concerning Value of Courses in Economics 
and Business,” Dun and Bradstreet, 1947. 

2“OQverspecialization in Industry Seen as Highly Paid Jobs Go Begging,” 
Journal of Commerce (April 5, 1949), pp. 1, 3. 

3University of California Bulletin, Vol. 41, No. 2 (Jan. 15, 1947), p. 7. E.g. 
Marquette University Bulletin, Vol. 26, No. 8 (Aug., 1948), p. 13; Rutgers 
University Bulletin, 23d Series, No. 6 (Jan., 1947), p. 16. 
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cialized personnel from fields both allied to or foreign to finance, at 
least for the higher pay ranks; (3) firms in the financial fields pre- 
fer to train their own specialists, if any be needed, and little finan- 
cial knowledge is required as preparation for such training; and 
(4) the schools of business offering finance courses or curricula 
have not met the needs of business, or at least the value of such 
training as given is not recognized by business and industry. 


The writer has found in his own experience some verification of 
the first conclusion, particularly in the fields of banking, insurance, 
and investment banking. So far as business finance is concerned, 
the accounting (through controllership) and the marketing 
(through credit work) majors may offer some better training for 
business than those with thorough financial training and thus offer 
some evidence for the truth of the second conclusion. The third 
conclusion must also be given some credence in view of the well- 
established American Institute of Banking, the American Savings 
and Loan Institute, the Institute for Finance, the Institute for 
Insurance, and the more recent training courses of the Investment 
Bankers’ Association. If the first three conclusions be true, the 
fourth must follow. This poses the problem of analyzing the col- 
legiate curricula in finance to ascertain what is being taught and to 
see if the financial training offered in collegiate and university 
schools of business is justified on other than the level of training 
“broad-gauge” executives. 


It is the purpose of this article to deal specifically with the course 
offerings in finance in an effort to show what a sizable sample of the 
schools of business in the United States are offering and to make 
some tentative comments on the effectiveness with which the 
demand, if any, for specialists in finance is being met. 


The sample consists of the fifty-eight member institutions of the 
American Association of Collegiate Schools of Business, the data 
being taken from their catalogues for the scholastic year, 1947-48.° 
While some of these institutions undoubtedly have made subsequent 
changes in their curricula and more have changed course offerings, 
the scope of this study is believed sufficiently broad to afford at 
least a basis for some generalizations. 


QUALIFICATIONS OF THIS STUDY 


Use of college catalogues as a source of statistical tabulations 
necessarily involves a sizable probable error. Not only do many 


5In a few instances, catalogues for the 1946-47 year was used. 








246 THE JOURNAL OF FINANCE 


catalogues include courses which have not been offered, sometimes 
for years, and for which perhaps no instructor is currently avail- 
able, but they also fail to include some courses given in the current 
year, since many catalogues list only courses given in the preceding 
year. It thus becomes as difficult to gain accurate knowledge from 
some catalogues as from more sophisticated promotional materials. 
Any misinterpretation of actual course content, therefore, reflects 
the inability of the writer to gather the correct facts from the 
descriptive material in the catalogues.® Yet, the main trend of 
courses and of course content is not obscured by occasional lapses 
of this type on the undergraduate level due to the large number of 
very fine catalogues which give adequate data for analysis. 


A mere perusal of the course offerings in departments of finance 
is insufficient for complete coverage of the field. Many schools do 
not have such departments; others include non-finance courses 
under the finance department heading. To segregate the courses in 
finance, course offerings in all departments of each school were 
examined. The tabulations presented here, then, include all courses 
of a financial nature, regardless of departmental lines in particular 
institutions. 


A study of finance courses on a graduate level is more difficult, 
since many schools list such work only in catalogues of the graduate 
school and do not duplicate the list in bulletins of the school or col- 
lege of business. This is of particular difficulty when graduate work 
is given only in a department of economics, but includes many 
courses which are of practical application in the field of finance. 
Generalizations of the scope of course work in finance on a graduate 
level must, therefore, be viewed more tentatively. 


An effort was made to define the required courses in finance for 
students majoring in the field. The lack of sufficiently clear presen- 
tation in catalogues balked any decisive conclusions. However, 
where materials were available, notation was made in the tabula- 
tions. 


REQUIREMENTS FOR MAJORS IN FINANCE 


The field of finance is recognized by all fifty-eight schools of busi- 
ness as one of the major divisions of study in which all students 
must be trained.’ Six to nine semester hours of study, or equiva- 
6The writer will appreciate hearing from those institutions in which he has 
misinterpreted catalogue information. 


7F. J. Calkins, “The Collegiate Curricula in Business,” Diary of Alpha Kappa 
Psi (May, 1948), pp. 2-6. 
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lent, are generally required in the field of finance by practically all 
schools. The required courses usually include money and banking 
principles, principles of business or corporation finance, and fre- 
quently a course in investments or business cycles. Such require- 
ments are made for all students, with minimum course work in 
finance being required for students majoring in labor and personnel, 
public administration, advertising, merchandising or retailing, for- 
eign trade, transportation and utilities, and commercial teaching. 
Somewhat more work in finance is usually required of those major- 
ing in accounting, economics, and general business. 


For students majoring in finance, the usual minimum course 
work in the field consists of eighteen to twenty semester hours. 
Such courses include for the most part money and banking, busi- 
ness or corporation finance, investments, and problems in corporate 
finance. These are usually three semester-hour courses each. The 
two or three added courses are generally to be taken in an elective 
special division of finance, such as public finance, bank administra- 
tion, business cycles, credit and collections, security analysis, analy- 
sis of financial statements, monetary theory, or insurance. 


For purposes of analysis of courses in the field of finance, eight 
divisions may be established, three impinging upon economic 
theory and five more particularized applications or “practical” 
fields. The former include monetary theory, business cycles, and 
public finance. The latter include bank management, credit and 
collections, business and corporation finance, personal finance and 
investments, and insurance. While the subject matter of some 
courses appears to fall into two or more of these divisions, the 
eight were used as a basis for classification of offerings in this 
study. 


The courses offered by any given school of business are, quite 
naturally, adapted to the peculiar geographic, industrial, and com- 
mercial interests of the school and its students, as well as to the 
training and abilities of its faculty. Due to these factors the eight 
divisions of the field of finance are not all covered in each of the 
fifty-eight schools. Table 1 presents a summary of the course offer- 
ings in each division of the finarice field for each of the 58 institu- 
tions studied. It may be noted that some course work in each of 
the eight divisions was offered by the following number of schools: 


8Ibid., p. 4. 
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TABLE 1 





CREDIT HOURS IN COURSES IN FINANCE OFFERED BY MEMBER SCHOOLS OF 


AMERICAN ASSOCIATION OF COLLEGIATE SCHOOLS OF BUSINESS, 


1947-1948, By DIVISIONS OF FINANCE 
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*Graduate courses only. 


+7/16 semester hours. C—Courses in graduate division with credit to be 


arranged are shown as bearing 3 semester hours credit. 
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The greatest amount of finance course offerings are given at 
Indiana, New York, and Columbia; the least are offered at Cincin- 
nati, Tuck School at Dartmouth, North Dakota, and Washington & 
Lee. The usual number of hours offered appears to lie between 
40 and 50 semester hours, although more schools offer less than 40 
hours than offer more than 50 hours. Geographic and industrial 
specializations are found particularly in the New York area which 
emphasizes business finance and investments, and in the Boston 
and Philadelphia areas which emphasize insurance. But other 
schools which also emphasize certain divisions of the finance field 
appear to reflect the presence and interests of leading figures on 
the faculty, most of whom have written popular texts in their 
specialties. 


More detailed analysis of the course offerings in each specific 
division of the finance field is made in Tables 2 to 9. A few sum- 
mary comments may be made for each. 


MONEY AND MONETARY THEORY 


The basic course in the finance curriculum is a traditional course 
in the Principles of Money and Banking, such as is offered in fifty- 
seven institutions studied. It is often combined in a two-semester 
course with business or corporation finance under the title, “Busi- 
ness Finance,” as at Syracuse.” It must generally be viewed as a 
third course in economics, according to views expressed at the last 
meeting of the American Finance Association, rather than as a 
technical course on financial institutions. 


Six schools offer introductory courses describing financial institu- 
tions, leaving money and banking for an advanced course, quite 
often entitled “Advanced Money and Banking” Over half of the 
schools offer at least two courses in money and monetary theory 
in this manner. Somewhat more specialized courses are offered at 
specific institutions, most of which have distinguished monetary 
economists on their faculties. 





*It may well be that Stanford does likewise, as it has no money course listed. 
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C—Course (hours arranged). 
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BANK MANAGEMENT AND BANKING SYSTEMS 


This division appears to divide itself into three branches: bank 
management, banking systems, and money markets and foreign 
exchange. Twenty schools offer work in only one of these branches, 
seventeen in a combination of two, and nine in all three. 

The basic course in bank management or administration is 
offered in twenty-one schools. It usually covers the technical oper- 
ations of a bank. Other courses in this field are “Commercial 
Banking” and “Bank Practice and Policy.” The basic course in 
banking systems usually covers the operations of the Federal Re- 
serve System, often under the title “Central Banking.” Only five 
schools offer courses in the operation of foreign banking systems, 
while two offer courses apparently centered about the work of the 
World Bank and allied institutions. The basic course in money 
markets and foreign exchange may contain a combination of both 
subjects or may emphasize one or the other. 


BUSINESS CYCYLES AND FORECASTING 


Although the course content might indicate that work in the 
division of business cycles and forecasting might well be given in 
the departments of Economics or Statistics, it is usually classed in 
the field of finance. The usual course covers the theory and descrip- 
tion of business cycles, with a small number of schools offering ad- 
vanced courses. Courses in business forecasting appear in some 
cases to be misnamed, since they cover business cycle theory and 
description; eleven schools, however, do offer specific courses in 
the measurement and analysis of data for forecasting purposes. 


PUBLIC FINANCE 


With the additional stress being placed on the relation of fiscal 
policy to finance and the economic system, this division appears to 
be gaining major status beside the traditional money and banking 
and business or corporation finance courses. At least sixteen schools 
of business require finance majors to take courses in this division. 
Other schools appear to leave treatment of the division to the 
department of economics in the College of Liberal Arts. Advanced 
work in the division covers in detail the work of the federal govern- 
ment in fiscal matters or of state and local government financing. 
Of interest are the seven schools which offer work in public finan- 
cial administration, a course which usually treats of the applica- 
tions of methods of taxation and appropriation, including the 
operation of public enterprises. 
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TABLE 3 
CrepiT Hours tN Courses OFFERED IN BANK MANAGEMENT AND SysTems, 1947-48 
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Required course. 


Semester hours. 


17/16 semester hours. 


Q—Quarter hours 





$Optional course. 
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CREDIT AND COLLECTIONS 


Although this division is offered by only slightly more than half 
of the schools studied, at least seven require a course in credit and 
collections of all students majoring in finance. A second course in 
the division may be given either on an advanced level, or cover a 
special field such as retail credit, or deal with the work of credit 
agencies and institutions. Of interest is Indiana’s course in con- 
sumer finance and credit, giving recognition to this subject of grow- 
ing interest. 

BUSINESS AND CORPORATION FINANCE 


Major emphasis of schools of business appears to be placed on 
the longer-term aspects of business finance, and more particularly 
on large-scale enterprise. This is evidenced by the large number 
of advanced courses in business and corporation finance, compared 
with the total offerings in the shorter-term credit and collections. 
Undoubtedly, some of the offerings in business finance impinge on 
the field of short-term credit, particularly those dealing with work- 
ing capital problems. The major emphasis placed on the longer- 
term financial aspects of business, however, may indicate that this 
division is used both for itself and to introduce the student to per- 
sonal investment. 


Business finance courses must, for the most part, be viewed as 
identical with those in corporation finance, since few schools appear 
to offer detailed course work for the financing of small business. 
The second course in this division typically is a problems course. 
Of interest are the number of courses dealing with specialized 
industries, with specific sub-branches of treatment, such as combi- 
nations and reorganizations. Courses in financial budgeting are often 
handled by accounting departments and appear to emphasize tech- 
niques rather than applications of theory and method. Real estate 
financing received somewhat more coverage than any other type 
of specialization, often being combined with appraisal and valua- 
tion or with management of real estate properties. Of interest also 
are courses in “Mortgage Banking” at Columbia, “Savings and 
Loan Associations” at Indiana, and “Agricultural Credit” at 
Nebraska. 


PERSONAL FINANCE AND INVESTMENTS 


Non-technical courses covering this division of finance are offered 
by six schools, although more offerings may exist in Colleges of 
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TABLE 4 
CREDIT Hours IN COURSES OFFERED IN BUSINESS CYCLES AND FORECASTING, 
1947-48 
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Liberal Arts. Twenty-seven schools require a course in this division 
of all finance majors, others make it optional. The typical course 
comprises the elements of investment operations, investment man- 
agement, and security analysis. Advanced work centers about 
security analysis or analysis of financial statements, the latter often 
given by departments of accounting with customary emphasis on 
details of preparation of statements. Several schools offer courses 
in investment banking or security markets; others offer investment 
management. No less than eleven schools offer courses in some 
form of institutional investment, usually in trust management. 


INSURANCE 


This field shows less homogeneity of offerings than does any 
other division of the financial field. No less than thirty different 
courses are offered by the fifty-eight studied. Five groups of 
courses may be distinguished: general, life, property and casualty, 
social, and miscellaneous. The most commonly offered course is 
“Insurance Principles,” a general course, with “Life Insurance” as 
a general survey following closely in popularity. The field of prop- 
erty and casualty insurance is often broken down with offerings in 
one or the other subject or in allied subjects dealing with special- 
ties. Social insurance usually covers such topics as old age provi- 
sions of the Social Security Act, health and accident, sickness and 
hospitalization, and unemployment compensation insurance. Offer- 
ings in this subject are made at twelve schools. A wide variety of 
miscellaneous courses in insurance sales, insurance law, and loss 
prevention are found, as well as the usual problems courses. Of 
interest is the treatment of insurance at Columbia where the sub- 
ject is divided into “Contracts and Rates” and “Hazards and Con- 
tracts,” an organization of the insurance field of factors found 
common to all types of insurance, rather than organization by the 
specific types of insurance. Apparently, this treatment leads to 
a study of comparative forms of insurance on a theoretical basis, 
rather than of an individual, institutional approach. 


SUMMARY 


Analysis of the tabulations for the eight branches of finance re- 
veals a somewhat startling diversity of course offerings. But some 
tendencies toward uniformity of the basic courses in finance can be 
10For an excellent and more detailed study, see D. McCahan, and M. Hamburg, 


College and University Courses in Insurance (S. S. Huebner Foundation, 
1949). 
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discerned. Using the number of schools offering a specific course, 
and in certain instances combining two courses which have allied, 
if not similar content, a tentative basic curriculum may be estab- 
lished as follows (in descending order of apparent popularity) : 
Business Finance and Corporation Finance, Money and Banking 
Principles, Investment Principles, Public Finance, Business Cycles, 
Life Insurance, Credit and Collections, Security Analysis and Analy- 
sis of Financial Statements, Bank Management and Commercial 
Banking, Advanced Money and Banking and Money, Credit and 
Prices, Insurance Principles. 


This basic core in finance course offerings, covering thirty-three 
semester hours or its equivalent, gives a cursory view of each of the 
eight branches and includes advanced courses in monetary theory, 
in investments, and in insurance. Requirements of the first two or 
three of these courses for all business students and particularly for 
finance majors, with perhaps an alternative elective of public 
finance or business cycles, appears to permit the student to gain a 
fair elementary knowledge of basic financial elements and opera- 
tions for both business and personal use. But the core certainly 
would not give the student any specialization such as apparently is 
desired by business, particularly financial business. 


By including the courses offered by fourteen to twenty-seven 
schools, the third quartile in the array, total offerings may be 
expanded to fifty-one semester hours, the approximate amount 
offered by the modal school of business. The courses would include: 
International Money Markets and Foreign Exchange, Property In- 
surance, Casualty Insurance, Security Markets, Business Forecast- 
ing, Advanced Public Finance. 


In this basic curriculum of the modal school, each of the economic 
branches of finance has two offerings, while the two corporate or 
business divisions have only one each, the banking division two, 
and the investment and insurance divisions, three and four, respec- 
tively. It would appear doubtful that any student majoring in 
finance could gain sufficient specialization to meet business require- 
ments except in the latter two divisions, the ones in which financial 
businesses appear least anxious to require finance training before 
employment. 


This issue apparently can be resolved about two basic questions. 
What is the purpose of training in finance by the schools of busi- 
ness? What should be the scope of the curriculum if a basic agree- 
ment between education and business can be reached? These 
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questions should be subjected to discussion by academic and pro- 
fessional persons in finance. A few comments may be offered tenta- 
tively on the validity of the four conclusions set forth earlier in 
this article. 

COMMENTS 


This examination of courses in finance offered by schools of busi- 
ness may throw some light on the adequacy of financial training 
on a collegiate level for employment in government and industry. 
If the training be inappropriate for specialists in finance, more 
analytical or problem courses offered might improve the employ- 
ment outlook for graduates in finance and thus increase the number 
of students majoring in the subject. On the other hand, the col- 
lege must not devolve into a trade school, nor can it train specialists 
for individual firms or institutions. For the trainee for “broad- 
gauge” executive positions, the interrelations of the various divi- 
sions of finance and of finance itself to the other phases of business 
management and the economy may not be receiving sufficient stress, 
or the impact of theory and large-scale economic movements on 
the individual industry, firm, and person may not be made a para- 
mount part of each course. Perhaps a greater stress on financial 
history would and in remedying this situation, particularly if 
coupled with case studies of individual firms, periods, etc., in a 
manner analogous to business history courses found in some schools. 


Analysis of the employment opportunities for students specializ- 
ing in each of the eight divisions of finance and the manner in 
which course offerings may contribute toward their employment 
appears to evoke the following points. 


1. In so far as the three divisions which are closely allied to 
economics are concerned, the courses offered are generally those 
adaptable to the training of “broad-gauge” executive talent, toward 
interpretation of situations and trends rather than perfection of 
techniques. This is quite satisfactory because of the nature of 
monetary theory, public finance, and business cycles, as subjects of 
study. But specialists in these fields are likely to find a limited 
market for their services, with the government probably affording 
the greatest chance for employment. Even here, such specialists 
must compete with the highly trained economics students and the 
statisticians, mathematical and analytical. Training of students in 
these divisions of finance is of great value, particularly when 
emphasis is placed upon the impact of macro-economic changes 
upon micro-economic units. Current literature and research prom- 
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ise to enlarge the relation of the larger movements to the individ- 
ual, the firm, and the community. Particularly in public finance is 
it necessary to relate the practicality of theory to political exped- 
iency, to the tenor of local situations, to effects upon individuals and 
upon firms, small as well as large. 


2. Specialists in business cycles and forecasting appear to have 
the best chances for employment of all those specializing in the 
economic side of finance. Private industry, particularly large-scale 
enterprise, is becoming more aware of the impact of economic 
change on industry and firm operations and has been hiring broadly 
trained people as economic advisers. Specialists in this line, how- 
ever, will normally have completed graduate work. The financial 
aspects of such training must be emphasized if the student is to 
interpret adequately the relation of general trends to specific cir- 
cumstances. This can only be done by problems on the application 
of business cycle interpretation and forecasting methods, by ex- 
panding the offerings in commodity markets (including others than 
the exchanges), and by showing the relation of forecasting to 
market analysis. 


3. In the more “practical” divisions of finance, the businessman 
who desires finance majors ready to step immediately into positions 
of responsibility must necessarily be disappointed. Application of 
financial principles to specific situations are always difficult because 
of the many special circumstances surrounding the case in point. 
The person charged with financial affairs in even a small-sized unit 
of the economy must be conversant with all other phases of the 
economy; he must know the complexities of the law in individual 
states as well as on the federal level. The usual undergraduate 
student, and many graduate students, will find it difficult to master 
such knowledge from his studies. The relatively long period of 
apprenticeship in a firm before the trainee can show his value then 
requires that a low entrance salary be established, or that the firm 
be able to stand losses during the period of training. But low pay 
scales are not conducive to attracting better caliber students, and 
many firms do not wish to keep workers who do not “earn their 
keep” on the payroll, even though their potential value to the 
firm may be great. To remedy the situation, a co-operative plan 
with industry might prove feasible, but might also require altera- 
tion of course content in certain cases to meet the more specific 
needs of business in the locality of the particular school of business. 
The number of job openings in industry for persons trained in 
business finance, however, will probably remain relatively small 
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because of the pre-eminent position attained by the accountants 
who appear to view some of their allied fields as vested interests. 
In the field of credit and collections the prospects appear much 
brighter ; this is a division of finance which might well receive more 
emphasis, in spite of what one professor has called its “trade-school 
character.” 


4. The general training of majors in business subjects other 
than finance must be undertaken to show the interrelations of 
finance to these fields, rather than compartmentalization of the 
fields of management. It would appear that this can well be done 
through introduction of problems involving more than finance ele- 
ments into the business finance course. 


5. In the technical finance fields themselves, a rapprochement 
between the institutions and schools is required. In commercial 
banking, most banks, particularly the small and medium sized, 
appear to follow promotion “from within” policies; it is difficult for 
a college-trained person to break into such an organization, particu- 
larly without creating personal ill-will among the employees. But 
need the collegian serve the long apprenticeship of bookkeeper, 
teller, etc., to gain seniority before being able to use the techniques 
of bank credit and portfolio management learned in school? Could 
increased offerings of courses in bank management, aided by more 
recent and adequate text and reference materials, improve the intel- 
lectual level of the practicing banking profession? It would appear 
that the smaller banks could well follow the policies of some of the 
larger banks in special training programs for college-trained spe- 
cialists who are to assume major executive posts; this might well be 
worked out through area or state banking organizations. 


6. In the investment and insurance fields, two major areas 
appear open for employment of students in finance, sales, or more 
specialized positions. The latter are numerically the less important. 
The mortality of sales personnel in both fields is high, perhaps due 
to the lack of financial training required before entrance to the 
field, perhaps to inadequate training-on-the-job by the firm, per- 
haps to the commission method of paying embryo salesmen. To 
the writer, it appears that either a longer period of training or 
pre-employment training, or a revision of pay scales and methods 
is required. The longer period of training might well be done on 
a co-operative basis or be a supplement to collegiate work in finance. 
This type of procedure might reduce the overhead losses caused 
by trainees leaving the field, but the longer period of training itself 
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would not insure more or better salesmen. Yet the likelihood might 
be greater. It would give a better type of salesman-counselor in 
investments and insurance in whom the client would have confi- 
dence. As to the role of specialists in these fields, more emphasis 
in their training can well be placed upon problem courses and 
management analyses. Particular attention should be given to the 
person of small means as well as to the wealthy individual and to 
the speculator, however attractive the latter may be to the student. 

7. In the field of personal finance, much spade work needs to 
be done to emphasize personal budgeting, methods of savings, and 
investment. The techniques of buying securities are different from 
those of selling securities, of buying insurance are different from 
those of selling insurance. Separate courses, if necessary, might 
well be set up to fill the “consumer” need for personal finance and 
insurance, rather than force all students into an admixture course 
with a little of both sides of the transaction. In investments, such 
a course would emphasize portfolio management; in insurance, the 
planning of programs. Yet it would be a mistake, perhaps, to 
compartmentalize these fields. They must be viewed together as a 
part of the planning of the financial program of the individual. 

8. Teachers of finance probably may be forced by circumstances 
eventually to realign course offerings to satisfy the needs of busi- 
ness and of the individual. Perhaps instead of five divisions of 
“practical” finance, there need be six, falling into two major classi- 
fications: business finance and personal finance. In the business 
finance division, three groups of subjects might be found: (1) short- 
term financing, including both bank credit and credit and collec- 
tions; (2) long-term financing, with the usual corporation finance; 
(3) investment (loosely taken), including institutional investment, 
bank management of portfolios, and business insurance. In the 
personal finance field, a similar group of three topics might be 
found: (1) short-term credit, including retail credit, bank credit, 
and consumer credit agencies; (2) long-term credit, including real 
estate financing; and (3) investments, including personal insur- 
ance as well as security purchases. Students trained for business 
would receive training in the acquisition and use of cash by the 
firm, or in the operation of financial institutions, including security 
analysis. It would appear that this more rounded training would 
better satisfy the needs of both the non-financial business and the 
financial institutions. If both can be satisfied, then the most im- 
portant job of all, selling the efficacy of hiring college-trained 
personnel for financial posts, would still remain, but might be 
somewhat easier than at present. 
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